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PREFACE 


B esides presenting a general history of banlting theory m Great 
, Britain and the United States, it has been my hope to contribute 
something toward the resolution of a number of long-standing 
controversies 

Monetary theory is a matter of paramount importance m a free-maiket 
economy, but, to the present time, bankmg legislation has been too much 
controlled, m the United States at any rate, by the belief that a restriction 
of the banks to the makmg of loans for bona fide commercial purposes will 
automatically provide for aU needed variations in the means of payment 
This behef, which I have called the “real-biUs doctrine,” is utterly sub- 
versive of any rational attack on the problem of monetary policy If there 
IS a central theme m what I have written, it is that this doctrine is un- 
sound in all its aspects 

Mr Aaron Director, Professors Henry C Simons, Jacob Viner, and 
C R Whittlesey have read the manuscript in its entirety , while Professor 
Garfield V Cox, Mr Elgm Hunt, and Professor Simeon E Leland have 
read large portions of it They have saved me from a number of errors and 
have offered many useful suggestions for improvement I am prepared to 
discover that I have not heeded their advice as often as I should have 
Somewhere there should be recorded the indebtedness of all economists 
at the University of Chicago to Professor Chester W Wright for his pams- 
taking efforts m buildmg up the Umversity hbrary m the field of econom- 
ics, and, masmuch as I am one of the beneficiaries, it is appropriate that 
it be done here I am also mdebted to the Social Science Research Com- 
mittee at the University for assistance in various directions 


Lloyd W Mints 
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CHAPTER I 
INTRODUCTION 


ATTEMPTS m English-speaking countries to explain the opera- 
/-A tions of commercial banks began with the mception of these in- 
■T stitutions, that is to say, m the second half of the seventeenth 
century in Great Britain and m the 1780’s in the United States The early 
explanations were, of course, madequate, and yet some writers under- 
stood from the first that by their lending operations the banks mcrease 
the quantity of the circulatmg medium By the early eighteenth century 
m England and from the beginnmg in the United States, the significance 
of reserves in limiting the volume of loans was recognized 

It was not until the 1770’s m Great Britain or until after 1820 m Ameri- 
ca that we find a clear-cut statement to the effect that the banks should 
restrict their advances to short-term commercial purposes Briefly, those 
who have defended this position have held that, if only “real” bills are dis- 
counted, the expansion of bank money will be in proportion to any exten- 
sion m trade that may take place, or to the “needs of trade,” and that, 
when trade contracts, bank loans will be correspondingly paid off Closely 
associated with this pomt of view is the doctrine that, if only commercial 
loans are made, the currency will have a desirable elasticity and the banks 
will at all times be m a liquid condition I shall designate these ideas as the 
“real-bills doctrine Prior to i860 the supposed limiting effect on the 
quantity of loans was emphasized Smce approximately that date more 
attention has been paid to the problems of elasticity and liquidity, with 
the former receiving the major emphasis durmg some thirty or forty years 
before 1913 in the United States and the latter commg into equal promi- 
nence only durmg approximately the last twenty years 
The real-bills doctrme has been a most persistent one Given its most 
elegant statement m all its history by Adam Smith m the Wealth of Na- 
tions, it has smce served as the defense for the directors of the Bank of 
England durmg the period of the Restriction, with some changes it re- 
appeared as the banking prmciple, it was the mam reliance of the agitators 
for banking reform m the United States before 1913, it was as comfortmg 

' I have chosen this term rather than that frequently used in recent years, namely, the 
“commercial loan theory of credit,” largely because it is much shorter However, it also better 
reflects the termmology of the period of ongm of the doctrine 
9 
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to the Federal Reserve Board following the depression of 1921 as it had 
been a century earlier to the directors of the Bank of England, more re- 
cently it has re-emerged as the doctrine of “qualitative” control of bank 
credit, and, quite aside from these special uses to which it has been put, 
it has been consistently defended throughout aU these years by a large 
proportion of bankers and economists 

Nevertheless, the doctrine has been attacked, m one or more of its three 
aspects, from the tune of its first adequate enunciation by Smith Adam 
Dickson, a Scottish contemporary of Smith, pomted out what he believed 
to be the fallacy m the contention that operation in accordance with it 
would appropriately limit the quantity of the circulatmg medium, and 
from his day to the present it has been criticized by only a minority of 
writers Likewise, the claims that it would furnish an elastic currency and 
provide for bankmg liquidity have been criticized, although even less fre- 
quently and also, for the most part, more recently 
In so far as the “limitational” aspect of the doctrme has had a definite 
and significant competitor, it has been to the effect that the rate of inter- 
est charged by the banks, m relation to the rate of return to be earned on 
funds borrowed, is the controUmg factor This point of view was presented 
by Henry Thornton shortly after the publication of the Wealth oj Nations, 
first m 1797 and then more adequately in 1802 Smce then it has frequent- 
ly been reiterated, and it acquired its largest number of adherents during 
the 1920’s However, since about 1930, the eflScacy of the bank rate has 
been somewhat more under suspicion 
For nearly two centuries in Great Britain and over a century in the 
United States we therefore have had frequent restatements of the real-bills 
doctrme, with occasional cntisicms of it, while somewhat less frequently 
there has been advanced the alternative claim that the bank rate will 
control the volume of bank credit Yet the difference of opmion is by no 
means resolved at the present time This is a scandal, and, so long as it 
contmues, economists are m no position to complain when their ideas m 
regard to bankmg legislation are ignored My own belief m the essential 
fallaciousness of the doctrme forces me to thuik that responsibility for this 
state of affairs rests primarily with the proponents of the real-bills pomt of 
view It would appear that the superficial and common-sense appeal of the 
notion that, of course, the volume of loans will vary directly with the 
volume of trade must have disarmed many writers and have led them to 
approve the doctrme without critical exammation of it Nevertheless, the 
blame for the failure to arrive at some degree of unanimity of opmion is 
by no means wholly to be placed upon the friends of the real-bills doctrme 
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Its opponents have not often been convincing m their criticisms, and fre- 
quently they have simply ignored it If this were a case m which theories 
had been m process of development, one might condone the present state 
of opinion , but this is not so There has been no improvement to this day 
on Smith’s statement and little advance m the criticism of it 

On the subjects of monetary and banking policy there has been some- 
thmg more nearly resemblmg an evolution of ideas To be sure, this could 
not come from the adherents of the real-bills doctrme, for they m effect 
excused themselves from aU responsibility m this matter by prescribmg 
merely that banks should mamtam convertibihty of their obligations and 
discount only bona fide, self-hquidatmg co mm ercial bills Others, however, 
have not been so hmited If we assume an mtemational gold standard and 
a central bank to which discretionary powers are to be given, Thornton’s 
early statement of policy would be hard to improve upon But these as- 
sumptions have not always been made, and in any case there has been a 
variety of alternative opinions, whether or not they may be considered to 
be superior to those of Thornton 

Whde it has long been held that stability in the value of money is de- 
surable, the dommant opmion, from the beginmngs of banking to the pres- 
ent tune, has been that the best we can do about achieving stability is to 
retam the gold standard This bemg the case, it was perhaps inevitable 
that discussions of bankmg pohcy would revolve, m the mam, around the 
question either of elunmatmg banking and returnmg to a “hard” money 
or of so controllmg the bankmg system that the convertible currency 
would function substantially as would a purely metallic money Withm 
this framework of ideas there developed m England m the early part of the 
nmeteenth century the behef either that the foreign exchanges should, and 
necessarily would, be the gmde to action by a central bank clothed with 
discretionary monetary authority or that the bankmg system should be so 
controlled by legislation that it would automatically expand with an in- 
flow of gold and contract with an outflow In the Umted States the tend- 
ency to look upon a metaUic standard as the ideal was exhibited m a de- 
mand that the banks be ehmmated and that we return to a system of so- 
called “hard” money 

It was not until the 1920’s that any support developed for the opmion 
that the price level might be stabilized by means of central bank action, al- 
though there formerly had been, of course, much discussion of nonbankmg 
proposals for this purpose ’ However, faith m a central bank has also 

“ This statement ignores Wicksell, but he can hardly be considered m a history of bankmg 
theory m the Enghsh language, despite the fact that he pubbshed a short article in Enghsh 
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rapidly waned since this period of time, with the consequence that in very 
recent years a number of writers have attempted to find what they be- 
lieved might be more efficaaous devices for the achievement of any de- 
sired monetary goal Thus we come to the present-day msistence, on the 
part of what is probably a minority of economists, that control of the 
price level can be achieved only through an integration of fiscal and mone- 
tary authorities and the subordination of fiscal to monetary policy 
It IS with the development of the foregoing ideas and of others ancillary 
to them that we shall be concerned in the foUowmg pages 

in 1907, m winch he contended that the central bank might control the price level by means 
of rate manipulation 



CHAPTER 11 


THE BEGINNINGS OF BANKING THEORY 
IN GREAT BRITAIN 

T he goldsmiths began the business of banking m Great Britain at 
the time of the Commonwealth* As might be expected, from 
about this time we have meager statements — ^meager in both the 
extent of the analysis and the number of such statements, which deal 
with one or more of the problems m which we are interested 

Wilham Potter, m 1650, urged the necessity of mcreasmg the quantity 
of circulatmg medium and suggested what was essentially a co-operative 
credit company for the purpose His writmg is excessively tedious and 
lackmg in clarity, but it is evident that the company he proposed was to 
lend to its members and issue bills, payable in six months, which were to 
circulate as money * He makes no suggestion that theie would be any 
automatically limiting factor on the amount of such bills to be issued or 
that there would be any need of arbitrary hmitation He denied that an 
increase m the quantity of money would necessarily raise prices but rather 
msisted that its (more likely?) effect would be to increase the volume of 
trade ^ His work would be of httle interest except for the fact that his is 
the first suggestion I have found m Enghsh to the effect that the liabilities 
of a banking company might circulate as money 
In 1655, Sir Ralphe Maddison made a much clearer and more explicit 
statement m describmg the work of bankers Men of wealth brmg their 
money to the bank and receive double and treble credit — ^presumably 
double and treble the amount the borrower may have on deposit, although 
this pomt IS not made entirely clear At any rate, it is stated that loans are 
made “by assignation, without laymg out of the bank any money,” the 

'A E Feavearyear, rA«Eo««i5/effo»g(i93i),pp 91-95 
“ William Potter, The Key of Wealth (1650), pp 38-45 

3 Ibid , pp 13, 80-81 In 1641, Henry Kobmson advocated the estabhshment of a bank 
which would receive deposits, upon which interest would be paid, and which would lend 
money, but he did not suggest that the obhgations of the bank might circulate as money (see 
Henry Robinson, England's Safety, m Trades Encrease [1641], repnnted m part m W A Shaw, 
Select Tracts and Documents lUustrahve of Enghsh Monetary History, 1626-1730 [1896], pp 
55-58) Eleven years later, Robinson made vague statements by which he may have mtended 
to suggest that a bank might by its operations mcrease the volume of circulating medium m 
the form of its own obhgations (see Henry Robmson, Certain Proposalls in Order to the Peoples 
Freedoms and A ccommodation in Some Particulars [1652], also repnnted m part m Shaw, op at , 
pp 80-82) 

13 
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money itself remammg with the banker * Here is a definite implication to 
the effect that the liabilities of the bankers serve the purposes of money 
and an equally clear statement as to how such liabilities are created ® 
Samuel Lamb in 1659 made statements which are markedly similar 
to those of Maddison "Imagmary money” is loaned by the banks to de- 
positors to the extent of two or three times the amount of the deposits, 
and pa)nnent of the proceeds is made agam by “assignation The notion 
of “imagmary money” is aU that is added to Maddison’s statement Sir 
William Petty thought the banks could increase a given sum of money to 
“near double” its amount ^ 

Sir Josiah Child showed less insight He objected to the “trade of bank- 
ermg” on the ground that it obstructed circulation and advanced usury, 
for the reason that men deposited their money with the goldsmiths and 
thus withdrew it from circulation ® Locke said little on the subject of 
banking, but he did suggest that credit can, for a limited time, supply the 
place of money, although he was not eiqihcitly referiing to banking ** 
Michael Godfrey and John PoUexfen recognized a fact which has been 
exphcitly stated by a strikmgly small number of writers but which, if more 
frequently seen, might have prevented many men from coming to errone- 
ous conclusions They pointed out that when money is deposited with a 
bank the depositor has as full use of it as before it was deposited and that 
any notes issued upon the basis of the cash so received by the banker will 
constitute so much addition to the currency ” 

An anonjonous writer of 1705 saw the possibihty that the banks might 
issue too many notes, in fact, he seemed to feel that there was nothing in 

Sit Ralphs M&ddiBOD., Great Bntains Remembrancer, Looking In andOut {x6gi),pp 19-20 
This work is an expansion of an earlier pamphlet by MaddiSon, Englands Looking In and Out 
(1640) This latter work I have not seen It is quite Ukely that Maddison should be given 
precedence over Potter 

' Maddison also stated a etude and simple quantity theory (see Great Bntams Retnem- 
hrancer, p 15) 

‘ Samuel Lamb, Seasonable Observations (1659), m Somers’ Tracts A Collection of Scarce 
and Valuable Tracts, arranged by Walter Scott (ad ed , 1809-15), VI, 457, 459 

» Sir Wilham Petty, 4 Treatise of Taxes and Contributions (1662), p 18, Political Anthmehck 
(i6go), pp 29-30, 113, Quanttdumcungue Concerning Money (1693), p 7 All of these are re 
printed m The Economic Writings of Sir Wilhatn Petty (1899), ed Charles Henry Hull, the 
first two mVoI I and the thud in Vol H The original paging is mcluded m these reprints and 
IS used in the above citations 

* Sir Josiah Child, A Discourse about Trade (1690), Introd , pp 41-42 
’ John Locke, Some Considerations of the Conseguence of Lowering the Interest, and Raising 
the Value of Money (1691), in The Works of John Locke (rath ed , 1824), IV, 148 

’’‘MichadGodiieyiAShortAccountof the Sank of England (i6g8), m Somers’ Tracts, XI, s, 
John PoUexfen, A Discourse of Trade, Coyn and Paper Credit (1697), P 69 
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the nature of banking to prevent bankers from mdefinitely expanding 
their issues He feared that the Bank of England through this expansion 
of its credit would ultimately attain such a degree of power as to render it 
dangerous to others engaged m trade ” John Briscoe likewise objected 
that the bank might “issue out bills for as many miUions as they please,” 
which he felt would be inadequately secured He proposed, therefore, a 
national land bank, and he answered the possible objection that it also 
would issue too many bills by the assertion that “these biUs bemg a new 
species of money, and to aH mtents and purposes answermg the end of 
money, we may as well fear that we shall have too much money in the na- 
tion, which no wise man wiU complam of ”” 

Richard Harley demed that “banks and paper-credit” have any influ- 
ence on either the voliune of trade or the quantity of money employed m 
trade First, a banker who has no “proper stock” of his own is a knave to 
lend the money of others, that is, of his depositors, second, the banker is 
a “fool” if he fads to take valuable and sufl 5 cient security, third, he never 
denied that it is helpful to tiade to borrow money, but borrowmg could be 
done without bankers, and, finally, m answer to the statement that they 
issue more bills than they have m cash, he stated that the bankers “must 
either have it in specie, or the money is m bemg, and they know where to 
command it (which is the same thmg m our argument) or else they run m- 
to a precarious credit, which is a cheat m the bottom, and ought to be 
avoided as much as the passmg of clipped money His argument, m so 
far as it pertains to the influence of the banks on the quantity of money, 
IS good support of the position of those agamst whom it is directed He m- 
sisted that m lending the money of other men the banks should do so only 
“upon the most vahd securities, and with a certam prospect that they can 
co mm and it at a short warrung ” Otherwise the pubhc would become sus- 
picious and demand its money from the banks He asserted that a sound 
paper credit is never lessened m amount, but traders are afraid of a “pre- 
carious” credit Although Harley did not so phrase it, his objection to the 
doctrine that the banks increase the quantity of money amounted to a de- 
mal that bank notes are money, but substantially he admitted that they 
do the work of money, although he doubtless would have denied this 
statement 

John Law was one of the better-informed men of his day on the subject 

“Anonymous, Rmarhs upon the Bank of England (1705), pp 36-37 

“ John Briscoe, A Discourse on the Late Funds (3d ed , 1696), pp 60, 63-64 

« [Richard Harley], A Vindication of the Faults on Both Sides (1710), m Somers’ Tracts, 
Xni, 7-8, Faults on Both Sides (1710), p 42 
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of banking He saw clearly that the amount of bank credit is related to the 
cash held by the bank, statmg that the Bank of Scotland loaned its notes 
to the extent of four or five times the amount of specie it had in vault and 
that it was by just this amount that the money of the nation was in- 
creased''* Law recognized that as an unfavorable balance of payments 
caused money to leave the country, the volume of bank credit would have 
to be contracted His scheme for a land bank is of only incidental interest 
here, but, without defending his proposal, it may nevertheless be noted 
that his ideas, if judged on a comparative basis, hardly deserve the exces- 
sive degree of opprobrium with which refeience is frequently made to 
them Those of his critics who adhere to the notion that loans based upon 
commercial transactions cannot lead to an overissue of notes are commit- 
tmg essentially the same mistake as that made by Law Both they and 
he unwarrantedly are assuming that, if loans are based upon a given mon- 
ey’s worth of some commodity, overissue cannot take place 's Law made 
the same claim for his proposed notes secured by land that many writers 
have made for notes based on “real mercantile” transactions, namely, 
that the amount would vary precisely with variations m the demand for 
them and that consequently they would not fluctuate in value 
Richard CantiUon’s discussion of bankmg is much the best to be found 
during the period under consideration, that is, before 1750 He held that, 
if a banker found it necessary to mamtam a ratio of 10 per cent of cash to 
deposits, he could lend 90 per cent of any deposit he might receive, and, 
while he believed that so low a ratio was possible, he i|;hought it was not 
usual In this analysis he thought of the bankers as puttmg money back 
mto circulation after it had been deposited, and thus accelerating the 
rapidity of the circulation of corns,'® but elsewhere he remarked that “an 
acceleration or greater rapidity m circulation of money m exchange, is 
equivalent to an increase of actual money up to a point ”'® Nevertheless, 
at other times he recognized that the banks mcrease the quantity of 
money He suspected that the ratio of cash to notes m the Bank of Eng- 
land was perhaps 25 per cent and, if so, then the money of the country 

John Law, Money and Trade Considered (1705), repnnted in Paul Harsin, John Law 
CEuvres computes {1934), I, 38-39, 60 (the original paging) 

's This statement will be defended in chap ui 
“‘Hatsm, op cit , pp 89-go, 96 

"If Richard CantiUon, Sssai sur Iq, nature du commerce en ginlral (written ca 1730), ed 
Henry Higgs (1931), pp 399-303 

Ihtd , pp 139-43) 301 For a discussion of this point of view, see below, pp 38, 96 

Cantillon, 0^ cii (Higgs ed),p r6i 
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would be increased to tbe extent of three times the amount of com held by 
the bank as a reserve against notes He believed that this mcrease would 
be of great “utility” when there was need for a speeding-up of the circula- 
tion of the currency, but he also thought that there were times when re- 
tardation rather than acceleration was desirable 

CantiUon’s conclusions m regard to the amount of lendmg made pos- 
sible for the individual bank by the acquisition of a new primary deposit and 
of the extent of the increase m the total of the stock of currency brought 
about by the banking system were not substantially inaccurate, and yet I 
doubt that he understood how it is that a sharp hmitation of expansion by 
the individual bank fails to prevent a less limited expansion on the part 
of the system as a whole When he was discussmg the problem of lendmg 
by the individual bank, he was looking at the deposit reserve ratio, and 
when he was considgrmg the question of the increase m the aggregate of 
the currency, he meant the note reserve ratio 

The relationship of the banks to general economic conditions was also 
briefly considered by CantiUon He believed that, with an mflow of specie, 
prices would rise, luxury creep in, more goods would be bought abroad, 
and eventually, therefore, the specie would again be sent out, thus brmg- 
mg on poverty This seemed to him to be a more or less inevitable round 
of events if the government did not intervene Nevertheless, he believed 
that an mcrease in the quantity of money is desirable, but, once it has 
been acquired, the government should withdraw the excess (?) from cir- 
culation and retam it for emergencies " His analysis of the unequal effects 
of the increased spending on the prices of commodities and on the various 
income groups is excellent” He pointed out that the “fictitious” or “im- 
aginary” money issued by the banks has the same mfluence on prices as 
“real” money but that the “furtive abundance” of the former “vanishes 
at the first gust of discredit and precipitates disorder ” He contended, 
therefore, that when money circulates in a great state (as contrasted with 
a small state) “m greater abundance than among its neighbours a national 
Bank does more harm than good” , but whether this statement is to be 
interpreted as a general condemnation of banking is uncertain 

“ jjid , p 307 

” 7 W,p 183 161-65,177-81 

^^Ihi , p 311 Brief assertions or implications to the effect that the banks increase the 
quantity of circulating medium can also be found in the foUowmg works Anonymous, 4 LetUr 
to a. Member of the Eonourable Bouse of Commons (1697), pp 14-15, 24, Anonymous, The Cir- 
cumstances of Scotland Considered (1705), p 27, Anonymous, Considerations upon a Proposal 
for Lowering the Interest of All the Redeemable National DMs to Three Per Cent per Ann 
(1737)1 P “6, Robert Murray, A Proposal for a National Bank (1695? Another pamphlet with 
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The need for a reserve of cash was recognized by a number of writers, 
and others who held that bank notes were or should be convertible pre- 
sumably saw that a reserve is necessary John Briscoe mentioned the fact 
that the Bank of England kept only so much cash on hand as was neces- 
sary to meet the demands of those who required specie, and he would have 
required a similar cash reserve in the land bank which he proposed An 
anonjmious writer of 1705 asserted that a bank holds a small sum of money 
m order to circulate a larger sum m credit Yet another anonymous writ- 
er noted that a bank requires a “fund of ready money” to meet demands 
for cash Law and Cantillon, as we have seen, related the amount of cir- 
culatmg notes to the quantity of cash in the vaults of the banks 

Convertibility was frequently msisted upon An anonymous writer of 
1696 thought that, as soon as the banks “demurred” upon payment, their 
notes would sink m value “in exact proportion” with the esteem of the 
issuer Michael Godfrey claimed that it was only the fact of convertibil- 
ity that made bank bills circulate as money, while Richard Harley as- 
serted that, if the banker failed to redeem his notes, he lost his credit, and 
“for the future his bills will signify no more than waste paper Although 
Law would not have made convertible the notes to be issued by his pro- 
posed land bank, he nevertheless assumed convertibility of the notes of the 
existmg banks A second anon3mious writer of 1705 thought that, if the 
notes were well secured, convertibility was not necessary 
During the period now under discussion there was no suggestion that 
the banks should confine their operations to the discountmg of commercial 
bills, but, nevertheless, the core of the real-bills doctrine is to be found in 
Law’s contention that the amount of notes of his proposed land bank 
would fluctuate with the demands of trade While there were a number of 

the same title was published by Murray m this year), p 4, [Simon Clement], A Discourse of the 
General Notions of Money, Trade, and Exchanges (1695), p 38, John Cary, An Essay on the 
Coyn and Credit of England (1696), p 24, William Hodges, The Groans of the Poor (1696), pp 
11-13, Charles Davenant, Discourses on the Public Revenues, and on the Trade of jS»glo«d 
(1698), reprinted m The Political and Commercial Worhs of Charles D'Avenant, collected 
by Sir Charles Whitworth (1771), I, 442, 445 
Bnscoe, op cit , pp 70, 184 

's Anonymous, Remarks upon the Bank of England (1705), p 15 
Anonymous, Some Observations upon the Bank of England (169s), p xo 
Anonymous, A Review of the Universal Remedy for All Diseases Incident to Coin (1696), 
PP 3X-3*. 54 

Godfrey, op cit , (Somers' Tracts, XI, 7), [Hatley], A Vindication of the Faults on Both 
Sides (Somers' Tracts, XIII, 7, 10), aad Faults on Both Sides, pp 38-39 

” Anonymous, The Circumstances of Scotland Considered (1705), p 26 
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references to the kinds of assets which banks may or do hold, only m a few 
instances was any reason given why the banks ought to hold any particu- 
lar kind Apparently, the usual position was that any kind of sound asset 
was acceptable Frequent mention was made, clearly with approval, of 
loans on real estate, to traders or merchants, to the government, on pawn, 
and on securities An anonsnnous writer (Theodore Janssen, a stock- 
holder of the Bank of England?) “wished the Bank had not meddled with 
any kind of trade whatsoever” but had adhered to the foUowmg rules 
which he believed should govern its operations 
To lend upon pawns at a very low interest 
To discount bills of exchange at a very low rate 
To take tallies at par, that had a very short tune to run 3' 

One of the anonymous writers of 1705 was of the opinion that real estate 
was definitely preferable as security for bank loans 

At a time when banking theory was so httle developed, perhaps the ac- 
tual practice of the Bank of England will be of mterest as an mdication of 
any theories that the directors may have formulated for their own guid- 
ance According to a reconstructed balance sheet of the bank as of No- 
vember 10, 1696, it held total assets of approximately £3,300,000 Of this, 
£1,200,000 was the loan to the government, £1,800,000 was tallies on par- 
liamentary funds, £266,000 was mortgages, pawns, other securities, and 
cash, and £50,000 was mterest due on the government loan ” This state- 
ment suggests that the directors had no theory and reflects the fact that 
the Bank at that time was primarily an agency for financing the govern'- 
ment 

Only Richard Harley suggested that the earnmg assets of a bank 
should be liquid He was doubtful whether the bankers kept enough mon- 
ey on hand immediately to pay off all their bills, but he was sure “they 
ought always to be provided of the full value of money, or what will com- 
mand it at a short wammg, or else they do not deal fanly by those that 
trust their money in then hands One of the rules of the anonymous 
Petty, A Treatise of Taxes and Conirthuitons (fVntmgs, I, g), Political Anthmetick ty/nt- 
ings, I, 113-14), Anonymous, The Mystery of the New fashioned Goldsmiths (1676), reprinted 
m John Bidulph Martm, “The Grasshopper’’ m Lombard Street (1891)1 PP 28S-90, Robert 
Murray, A Proposal for a National Bank, pp 4, 6, [Clement], op cit , p 38, Briscoe, op cit 
PP 36~37 j 40-41> 60, Godfrey, op cit {Somerp Tracts, XI, 5-6), Cary, op cit , pp 24-15, 
and A Discourse on Trade and Other Matters Relative to It (reprint of 174S), PP ^7S~7^i i8r 
1’ Anonymous, A Discourse concerning Banks (1697), p 8 
3' Anonymous, The Circumstances of Scotland Considered, p 27 
33 Feavearyear, op cit , p 133 

33 A Vindication of the Faults on Both Sides (Somers’ Tracts, XIII, 10) , Faults on Both Sides, 
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writer of 1697 would have required that some of the assets of the bank be 
short term, but this writer gave no reason for his opinion to this effect 

References to the subject of elasticity of the currency are neaily non- 
existent Samuel Lamb piesented as one of many reasons why banks are 
an aid to commerce the notion that a merchant might have recouise to a 
bank to enable him to hold goods for a better market Sii Dudley North 
was more explicit, but he did not mention the banks m this connection 
He beheved that variations m the activity of the mint met the need for 
elasticity 

While there was, as we have seen, general recognition of the fact that 
banks operate to increase the amount of the circulatmg medium, only 
CantiUon in any way suggested that this increase might have unfortunate 
results for general economic conditions On the contrary, m the case of a 
number of writers it was precisely because of this mcrease that banks were 
favored It follows, therefore, that there was no discussion of the desirabil- 
ity of limitmg expansion by the banks or, of course, of means for so domg 
Law criticized the existing system of convertible paper money, but by way 
of reform he proposed merely an unfettered currency secured by land, in 
the belief that the needs of business would control the volume of notes 
outstanding 

3 ^ Lamb, o-p cit {Somers’ Tracts, VI, 457) 

3 « Sir Dudley North, (1691), m J R McCulloch, Collection of 

Early Engksh Tracts on Commerce (1856), pp S38-39 

33 A matter of incidental interest is that of requiring those who expect to borrow from a 
bank to mamtam a deposit credit Concerning this practice there has been some discussion 
in relatively recent years, but the practice seems to be very ancient indeed Michael Godfrey 
mentioned the fact that tiose who kept cash with the Bank of England could have certain bills 
discounted at low rates, which he stipulated {op cit [Somers’ Tracis, XI, 6]) John Briscoe 
said of the Bank of England that “all persons must keep their cash with them who expected 
any accommodation from them” {op crt , p 181) 



CHAPTER III 


THE PERIOD OF RAPID GROWTH OF ENGLISH 
COUNTRY BANKING, 1750-97 

B efore 1750 banking m England was almost entirely confined to 
I London, but during the half-century following that date country 
bankmg developed rapidly A E Feavearyear thinks that Burke’s 
well-known remark that there were not twelve banks outside of London m 
1750 was substantially correct, and he estunates that there were nearly 
four hundred country banks by 1793 ‘ Moreover, prior to the middle of 
the eighteenth century, notes were, with few exceptions, of large denomi- 
nations, whereas in Scotland throughout the period after 1750 and m Eng- 
land until 1777, notes m denominations as low as £1, and even less, were 
issued These small notes, however, were issued almost entirely by the 
country banks, for the Bank of England did not issue denominations as 
low as £10 until 1759 (except, possibly, for small amounts), and £5 notes 
of the banlc did not appear until 1794, while the London private banks 
discontmued the issuance of notes durmg the second half of the eighteenth 
century ® Within this half-century there were four commercial crises, those 
of 1763, 1772, 1783, and 1793 All these facts presumably made bankmg 
mstitutions more familiar than they previously had been, and even upon 
superficial observation it must have become evident to many that, regard- 
less of any possibly desirable features, banks possessed potentiahties for 
producmg harmful results Probably for these reasons, plus the accumula- 
tion of some literature on the subject, the discussions of bankmg theory 
became more detailed and somewhat less naive than they formerly had 
been 

In 1751, Malachy Postlethwayt pubhshed his Universal Dictionary of 
Trade and Commerce, m which there are numerous articles on bankmg and 
allied topics Much of this material is taken from CantiUon’s Essai, but 
this part I shall ignore m discussmg Postlethwayt ^ He saw clearly enough 
that the banks mcreased the money of the country and that they did so by 

'A E Feavearyear, p 152 On the development of banking dur- 

ing this penod see pp 146-70 

^Ibid , pp 147-48, 162-63, 171, W R Bisschop, The Rise oj the London Money Market, 
1640-1826 (1910), p 141 , A Andreades, Hutory of the Bank of England (2d ed , 1924), p 192 
3 For a statement of the portions of CantiUon’s Essai sur la nature du commerce en general 
which are reproduced m the Dictionary, see Higgs’s edition of the Essai (1931), p 390 
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means of loans either to the government or to others, but he was not con- 
sistent m his estimates of the extent of this increase Once he asserted that 
the banks had more than doubled the “new coined current specie of the 
island” by means of the “arbitrary comage” of paper and that, conse- 
quently, a crown would go no further than formerly a half-crown had 
gone, at other times he claimed there were ten and even twentv-four paper 
pounds for every pound m specie m the country Moreover, he did not 
mamtam, as did Smith, that the paper had merely displaced an equivalent 
amount of specie that had been exported * He believed that prices were 
unduly high because of “this uncontrouled arbitrary augmentation of 
paper circulation” and that it was necessary somehow to restram this 
power of “arbitrary coinage”, but he had no suggestion as to how this re- 
stramt might be exercised * 

In the article on banking he suggested that the banker should keep a 
sufficient proportion of cash to give everyone his money on demand and 
that the banker ought not to extend his credit “above | part beyond his 
hard money ” This is not very clear, but it seems to imply an 8o per cent 
reserve ratio However, he may have been referrmg to the deposit ratio, 
for in the same sentence he asserted that a banker would not be trusted 
who did not keep more than 25 per cent in reserves “for the circulatmg 
notes payable at sight ” 

On the subject of hquidity Postlethwayt had much more to say than 
any of his predecessors Banks should not lend, he asserted, on lands but 
only upon securities that might readily be converted mto cash, or for short 
periods of time The banks with good credit were beheved by the public 
to have the greatest part of their money always with them, “or at least 
that they deal so wanly, as to be able to command it all upon short wam- 
mg Nevertheless, he did not hold— or at any rate he did not specifically 
claim — that loans should be made only for bona fide commercial purposes 
In the article on cash he gave a considerable amount of attention to the 
problem of hquidity m general, without particular apphcation to the 
banks 

An anonymous writer much later m this penod had some rather acute 
remarks to make on the subject of hqmdity He suggested that if deposi- 
tors who had no immediate occasion for the use of their money would exer- 
cise a “spirit of forbearance” and therefore refram from withdrawmg their 

1 Maladiy Postlethwayt, T6e Universal Dichonary of Trade and Commerce (ist ed ,1751, 
3d ed , 1766, 4th ed , a repnat of the 3d, 1774), p jocxvu of the first “Prehrmnary Discourse” 
m the 4th ed , which is the only one that I have seen 

s Tbid , pp 23 «vu, xxiux « Ibid , art on banking 
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funds from the banks, the general safety would be greatly increased Never- 
theless, he admitted that such restramt could not reasonably be expected, 
for each person would recognize that if others withdrew their cash while 
he did not he would be the one to suffer the ultimate loss 
This writer objected that the bankers should not lend upon mortgage, 
for, while such loans might be secure, funds so mvested would not be 
foithcommg to answer the reasonable demands of the bankers Here agam, 
however, he recognized a difficulty, for he pointed out that, while at any 
time but one of public distress the banker might raise the needed cash on 
his “securities” (eammg assets), he could not do so “when every man’s 
circumstances require similar aid ” He also noted that m a crisis hberahty 
in lendmg on the part of the banks would be of great assistance, and yet 
here, too, he shrewdly pomted out that the individual banker could not 
safely follow such a course of action But he at least implied that the Bank 
of England might follow a more hberal pohcy than the other banks, and 
he approved its extension of credit m December, 1792 He came to the 
rather lame conclusion that the only safe procedure m times of emergency 
was for bankers and businessmen to issue obhgations only when a sure 
means of meeting them was m prospect ’’ However, he also suggested the 
desirability of a program of public works (canals) as a means of aUeviatmg 
busmess conditions in time of depression, but he would have paid for such 
enterprises with funds obtamed from taxation ® 

David Hume saw that the banks expanded the total of the circulating 
medium and that this action resulted in a rise of prices, but he was not 
more precise as to either the extent of the expansion or the nature of the 
operations by which it takes place He was bitter in his denunciation of 
the banks, for the rise of prices put England under a competitive disad- 
vantage m foreign trade He believed that the most desirable bank would 
be one that locked up ah the money it received and did no lendmg ’ While 
his discussion is much less satisfactory analytically than that of Cantillon, 
Hume emphasized more than CantiUon the undesirable influence of the 
banks m raismg prices Moreover, Hume’s influence on later writers may 
have been considerable, for he was often referred to over a period of many 
years 

1 Anonymous, An Inquiry into the Causes of the Present Derangement of Public Credit in 
Great Britain (1793), pp 18-19, 34-38, 40-41 I am indebted to Professor Vmer for this 
reference 

*76td,pp 46-47 

5 DavidHume, Political Discourses (1752)1 PP 43-45, 89-91 

” The two following wnters presented much the same ideas as did Hume Patrick Murray 
Elibank, Essays (i7SS),pp 20-25 Hams], An Essay upon Money and Coins (1757-58), 

Part I, pp 100-102 Ehbank acknowledged his obhgation to Hume 
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One of the most lengthy discussions of banking to be found before 1800 
IS that by Sir James Steuart, but it is not among the best He understood 
that banks issue their notes m the process of making loans” and that they 
operate with fractional reserves,” but he seemed to deny that they in- 
crease the total volmne of currency, although such statements as pertain 
to this latter question leave his position somewhat m doubt He asserted 
that if there were an adverse “grand balance,” by which he meant an ad- 
verse balance of international payments, the banks should continue to ex- 
tend loans and issue notes as they lost gold, and if their gold stocks proved 
to be inadequate to meet the needs of the foreign balance they should 
pledge the interest on the “solid property melted down,” that is, the in- 
terest on loans granted by the banks, as a means of inducing foreign coun- 
tries to lend the necessary amount of gold with which to meet the “grand 
balance ” Yet he recognized that the loss of gold might ultimately cause 
the obligation to pay m com to be “severely felt ”” 

If there were a favorable balance of payments, the addition to the com 
of the country would either “animate trade and industry” or “sinlc the in- 
terest of money below the banlc lending price,” in which case the public 
would “regorge” part of the paper by paying off , loans at the banks The 
circulation can retam only a given quantity of money ” It does not seem 
probable that Steuait thought of the decline m the rate of interest as a sig- 
nificant factor m causmg property to be “consolidated” (loans to be paid 
off) His belief was that if there were more money than was needed, the ex- 
cess would be used m paying off loans, and the declme m the rate of inter- 
est had no relationship to this action 

Although Steuart apparently always had m mind bank notes that were 
convertible, he was nevertheless indefinite m regard to the need for a re- 
serve, and nowhere did he indicate clearly that this need might be a limit- 
ing factor upon the amount of lending that could be done Once he asserted 
that there should be enough coin to meet all demands, elsewhere, that the 

''Sir James Steuart, An Inquiry vnto the Pntmples of Political Economy (1767), H, 157, i6g, 


Ibid , p ISO ^ilbtd , pp 160, 163-64, 176 

“This IS constantly the consequence of a stagnation of paper, from an overcharge of it, 
thrown mto circulabon It returns upon the bank, and diminishes the mass of their securities, 
but never that of their com From this we may conclude, that the circulation of a country can 
only absorb a determmate quantity of money (com and paper) , and that the less use they make 
of com, the more use they wdl make of paper, and vice versa We may also conclude, that when 
trade and ahenation mcrease, caetens paribus, so will money, that is, more sohd property will 
be melted down, and when trade and ahenation dimmish, caetens panbus, so wdl money, that 
IS, some of the solid property formerly melted down, will consolidate, as we have called it” 
{ibid , p 171) 
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paper might exceed the com a thousand to one and stiU be “perfectly good 
and sufi&cient,” providing the bank held other property equivalent in val- 
ue , and yet again he asserted that the bank should meet its obligations to 
noteholders by giving them interest-bearing securities 

Steuart apparently believed that the earning assets should be readily 
convertible mto cash, although his statements are confusmg He distm- 
guished between banks of circulation and banks of deposit The Bank of 
England and the private note-issumg banks in England and Scotland 
were examples of the former and the Bank of Amsterdam of the latter 
Banks of circulation might be based upon private, mercantile, or pubhc 
credit The banks of Scotland were based upon private credit and the 
Bank of England upon mercantile credit The Bank of England made 
only short-term loans, except that long-term loans were made to the gov- 
einment “as an article of management of their private property ” This, 
he implied, was as it should be, for it was “repugnant to the principle of 
banks secured on mercantile credit” to make long-term loans He thus 
emphasized his belief in the need for liquidity for banks based on mercan- 
tile credit but said nothmg about those based on private credit 
Some of the doctrmes to be found in Adam Smith’s Wealth of Nations 1 
were presented by other writers beforeTiun, but, on the other hand, there 1 
is a considerable body of material in his discussion of banking which is not ' 
to be found in the earlier literature Some of these ideas which were added 
by Smith are much the same as those which the bankers themselves usual- 
ly have held, hence it seems likely that there had grown up before Smith’s 
day an oral tradition among the bankers in regard to certam aspects of 
banking and that these ideas were influential m determinmg Smith’s 
position However, he is the first of a long succession of writers, extending 
to the present day, who have mtegrated into a systematic exposition cqr— 
tarn ideas m regard to control of the quantity of bank credit, the kmds of 
assets banks should hold, the provision of elasticity m the cuirency by 
means of bank credit, and, finally, the provision for liquidity He was, m 
fact, the first thoroughgomg exponent of the real-bills doctrine 
Smith recognized, as did most of the writers who preceded him, that 
bank notes serve the purposes of money, that they are issued in the proc- 
ess of makmg loans, that bankers operate on the basis of fractional re- 

^sliid , pp 150, 213-14, 246 

IM , pp 141-42, 146-48, 291-92 Ihd , pp IS4, 221-23, 226-27 

The Wealth of Nahons was published three years after Adam Dicksou’s Essay on the 
Causes of the Present Hsgh Price ofPronswns (1773), but the latter work constitutes a criticism 
of the position taken by Smith, and it therefore seems desirable to consider Smith before 
Dickson 
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serves, and that these reserves are necessary for the purpose of maintain- 
ing convertibility 

Like Stueart but unlike most of the earlier writers, Smith held that the 
total of convertible bank notes plus specie m circulation cannot exceed the 
amount of specie alone that would have circulated had there been no bank 
notes, although once at least he weakened his statement to the extent of 
saymg that “paper money does not necessarily increase the quantity of the 
whole currency” (itahcs mine) Moreover, he conceded that if notes were 
not immediately redeemable they would or might depreciate, and it is 
possible that he would have admitted that an inconvertible currency 
might be so limited in quantity as to prevent depreciation But, strangely 
enough, if this was his position, he apparently would not have depended 
upon the restriction of discounts to real bills as the means of limitmg such 
a currency It is evident that he was completely skeptical that an incon- 
vertible currency could be satisfactorily managed 

Smith’s usual position is shown by his contention that if the volume of 
2o-shil1ing notes is greater than the amount of gold and silver which would 
be necessary to transact exchanges of 20 shiUmgs and upward, the excess 
will return upon the banks for payment, for the paper cannot be sent 
abroad, whereas the specie can If a given bank attempts to keep more of 
its notes m circulation than the “circulation of the country can easily ab- 
sorb and employ,” the additional notes wiU return to the bank for redemp- 
tion, thus necessitatmg the keepmg of higher reserves " This latter state- 
ment IS formally substantially correct, for there would be a clearing balance 
agamst any bank that attempted to issue notes in excess of its proportion- 
ate share of the total, but this was not Smith’s pomt The context clearly 
indicates that by this illustration be believed he was pointing out why the 
banks as a whole could not issue notes to a greater extent than could be 
“employed” by the community Nevertheless, he conceded that if a bank 
were wiUmg to mamtam this higher reserve and thus disregard its own in- 
terests, the circulation might be “overstocked with paper money 

‘5 Adam Smith, Tlte Wealth of Nations, p 277 All references are to the Amencan prmtmg 
(i 937 )j of Canaan’s ed 

Ihtd , pp 284, 308-g The quotation is from p 309 

, pp 309-13, see also his Lectures on Justice, Police, Revenue, and Arms, ed Edwm 
Cannan (1896), p 212 

” The Wealth of Nations, pp 284-86 

'3 A matter of incidental mterest is Smith’s behef that the use of convertible paper money 
economizes the use of specie, or, as he stated it, “the substitution of paper m the room of gold 
and silver money, replaces a very expensive mstrument of commerce with one much less costly, 
and sometimes equally convenient” {ibid , p 276) He asserted that the gold not needed as a re 
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However, after having made the foregomg statements. Smith went on 
to say that notes will be thus limited m amount only if the banks make ad- 
vances for the purpose of financmg “real” mercantile transactions and if, 
furthermore, the advances are for the purpose of furmshmg capital to the 
merchant for which the latter has only occasional need and which, there- 
fore, he would have to keep on hand “imemployed” much of the time if he 
could not borrow in order to be m a position to meet these occasional de- 
mands But if advances are made only to finance real transactions, then, 
of necessity, they will be made only to meet the occasional demands of the 
merchant 

If loans are regularly and frequently repaid, this fact will constitute ad- 
ditional evidence that they are made to finance only the occasional needs 
of the merchant, for it is this part of his capital which is constantly re- 
turnmg to every dealer However, if loans are made to finance “overtrad- J 
ing” or if “fictitious” biUs are bought, an excessive issue of bank notes I 
will be the result, and the purchase of fictitious bills wiH also be evidence I 
that the bank is furmshmg all or a large part of the capital of the borrow- 
er One reasonably might have asked Smith how this could be if notes 
not “needed” would be returned to the banks Moreover, Smith could 
hardly have replied that the notes would be “needed” for overtradmg, for 
then his whole analysis would have fallen to the ground This possibility 
of overissue seems not to have been related by Smith to his assertion that 
if a bank kept sufficiently large reserves and thereby ignored (as he 
thought) its own mterests, an undue amount of paper could be issued One 
infers that he rehed upon the restriction to real bills to prevent any excess 

suit of the issuance of paper money would be used for the purchase of goods abroad, but he 
offered no explanation of the mechanism of international gold flows There could be economy 
m this sense for a given nation, providmg other nations did not attempt to “economize” 
simultaneously and to the same extent, but there could be no economy for the group of 
nations, m the sense that a given amount of gold could do more money work, and tins seems 
to have been the essential element m Smith’s posibon There would, of course, be economy for 
all nations in the sense that, with the higher pnce level resultmg from the use of paper money 
based on fractional reserves, less resources would be used m the production of gold 

“What a bank can with propnety advance to a merchant or undertaker of any kmd, is 
not either the whole capital with which he trades, or even any considerable part of that capital, 
but that part of it only, which he would otherwise be obhgcd to keep by him unemployed, 
and in ready money for answering occasional demands If the paper money which the bank 
advances never exceeds this value, it can never exceed the value of the gold and silver, which 
would necessanly circulate in the country if there was no paper money, it can never exceed 
the quantity which the circulation of the country can easily absorb and employ When a bank 
discounts to a merchant a real bill of exchange drawn by a real creditor upon a real debtor, 
and which as soon as it becomes due, is really paid by that debtor, it only advances to him a 
part of the value which he would otherwise be obhged to keep by him unemployed and m 
ready money for answenng occasional demands” {ibid , p 288) 

*5 Ihtd , pp z88, 290, 296 
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of issue, in the first place, and upon the doctrine of a “need” for only a 
given amount of currency to brmg about a withdrawal of any excess that 
by some inappropriate action might get mto circulation Nevertheless, he 
made no explicit statement to this effect 

Smith suggested another factor which he thought might be of some sig- 
nificance m limiting the amount of bank notes and which by many later 
writers was to be made to appear as a matter of primary importance He 
thought that if bank notes were made unconditionally convertible and if 
they were not issued m small denominations, competition in bankmg was 
desirable Each bank would then jealously be watched by the others and 
thus would be compelled to avoid any overissue of notes, and if a failure 
occurred, the harm done would be less than if there were only a few large 
banks He was here implicitly assummg that the need for reserves, rather 
than the restriction to real biUs, would appropriately limit the extension 
of credit, and he was erroneously assummg that clearmg operations would 
be equally effective m limitmg both the mdividual banks and the system 

As far as he explicitly indicated, all that Smith meant by an excessive 
issue was one that was greater in amount than the specie that would have 
circulated in the absence of the notes However, his statement that over- 
tradmg would lead to excess seems to imply that there is some disadvan- 
tage to the public as well as to the bankers, but he did not indicate more 
precisely what he believed to be the nature of this undesirable mfluence 

The notion that the banks should — and, in the opinion of many writers, 
alone can — ^furnish an elastic medium of payment was not discussed m 
these terms by Smith, but the essential ideas are, nonetheless, present 
His doctrme that the banks can relieve the trader of the necessity of keep- 
mg by him “dead stock” for much of the time is substantially the argu- 
ment for an elastic currency, and, to repeat, he believed this would be 
done, and nothing more, if the banks purchased only real biUs Thus 
emerges the mtimate connection between elasticity and the kind of assets 
held which he and later writers beheved to obtam This argument, how- 
ever, mvolved him m a possible mconsistency which he did not recognize 
If bank notes merely replaced an equivalent amount of specie, it would 
not be possible to obtam variations m the aggregate of the currency by 
means of the banks He had nothing to say m regard to this ddemma, but 
he might have escaped by answermg that there is a lag between variations 
m the amount of bank notes and the consequent changes m the amount of 
specie 

Smith overlooked the fact that reserves are necessary to the making of 
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loans, that banks are profit-seeking enterprises, and that, consequently, 
they in practice usually will expand to the hmit permitted by what they 
conceive to be the desirable reserve latio and will not be in a position to 
giant net additional loans at the times when they may be desired The 
doctrme of elasticity will be considered at greater length in chapter xii 

Smith also attempted to estabhsh a relationship between the purchase 
of real biUs and the maintenance of hquidity for the bank Again the dis- 
cussion IS not m present-day terminology He contended that the banks 
cannot, “consistently with their own mterest and safety,” discoimt other 
than real bills The circulating capital of a trader “is contmually retur nin g 
to him in the shape of money, and going from him m the same shape” , yet 
“the whole of the returns is too distant from the whole of the outgomgs,” 
and hence the repayments to the bank could not equal the advances to the 
trader if the bank furnished the whole, or even a large part, of the circu- 
lating capital Still less could a bank furnish the fixed capital of the trader, 
for the returns of fixed capital are still slower than those of the circulating 
capital and they are, therefore, “fai too distant to suit the convemency of 
a banlc ” Precisely what Smith meant by the “mterest,” “safety,” and 
“convemency” of a bank he did not say, but his discussion leaves little 
room for doubt that he was thiqkmg of the fact that the liabilities of the 
banks aie subject to payment on demand 

The foregoing notions on the subject of liquidity are only partially 
valid, and they overlook questions of much greater importance than that 
of a possible need for cash by a given bank Smith was observing the mdi- 
vidual bank, he ignored the fact that m many mstances the desire to ob- 
tam additional cash is general among the banks and that m such cases the 
attempt to liquidate loans would be disastrous for general economic ac- 
tivity I shall have some further comments to make on this subject in 
chapter xi 

Thus the real-bdls doctrme runs to the effect that restriction of bank 
earning assets to real biUs of exchange wdl automatically limit, m the most 
desirable manner, the quanUiy of bank habilities, it wfil cause them to wry 
in quantity in accordance with the “needs of busmess”,^® and it will mean 
that the bank’s assets wiU be of such a nature that they can be turned mto 
c fisb on short notice and thus place the bank m a position to meet un- 
looked-for calls for cash I do not mean to imply that all those who have 
held this real-bills doctrme agree as to what the resultmg effect on the 
quantity of bank liabilities will be, but they do agree that the result which 

Iby} , p 291 

These are the terms used by recent wnters, not by Smith 
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each of them sees as the desirable one is to be brought about by means of 
this “qualitative”"* control of bank assets 

The similarities in some of the more significant ideas of Law, Steuart, 
and Smith are a matter of some interest Law, it will be remembered, be- 
lieved that his notes, based upon land as security, would expand and con- 
tract with variations m the demand for money and that thus the value of 
money would be made constant Steuart believed, likewise, that the vol- 
ume of bank notes would automatically expand and contract with varia- 
tions m the demand for them, and so also did Smith, provided that only 
real bills were purchased by the banks But Law’s criterion for desuable 
behavior of the quantity of bank notes was constancy m their value, while 
both Steuart and Smith desired merely that the volume of notes should be 
made equal to the volume of specie that would have circulated m the ab- 
sence of the notes Rather, it would be more nearly accurate to say that 
Steuart and Smith thought this would be the inevitable result of the opera- 
tions of the banks, but with the qualification as to real bills that Smith 
would make 

All three of these men were completely wrong m their conclusions, but 
Law was at least superior to the other two m presentmg a reasoned criteri- 
on of policy Steuart and Smith, to be sure, were thmkmg of notes con- 
vertible into specie, while Law was not, but m truth this convertibility was 
not essential if their analyses in other respects had been sound The funda- 
mental error of all three men, as has been suggested, lay m the fact that 
they failed to see that, whereas convertibihty mto a given physical amount 
of specie (or any other economic good) will limit the quantity of notes that 
can be issued, although not to any precise and foreseeable extent (and 
therefore not acceptably), the basing of notes on a given money’s worth of 
any form of wealth — be it land or merchants’ stocks — ^presents the possi- 
bility of unlnnited expansion of loans, provided only that the ehgible 
goods are not unduly limited in aggregate value 

Whether the aggregate money value of the ehgible commodity was 
sufficiently limited to prevent inflation would depend upon its relationship 
to the quantity of money More precisely, if the circulatmg medium con- 
sisted of the inconvertible obhgations of the banks and if the demand for 
money and the relative value of the ehgible commodity were such that the 
aggregate value of the stocks of the latter and the quantity of money were 
equal, there could not be an mdefimte expansion of the money supply If 
the quantity of money were m excess of the value of the commodity, mone- 
tary equihbrium would be impossible if the money supply consisted ex- 
clusively of mconvertible bank money Deflation to the point where the 
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money supply was infinitesimal m amount would be the consequence If 
the quantitative relationships of the stock of money and the value of the 
ehgible commodity were reversed, unhmited expansion would become 
possible 

The truth of the foregoing statements can be shown easily by means of 
a simple illustration Let us impose upon our regard for reahty to the ex- 
tent of assummg that barter is to be displaced overmght by exchanges 
mediated by money Banks are orgamzed to issue mconvertible notes 
(and/or deposits), which shall constitute the only circulatmg medium, 
and there is to be no limitation on the amount of their issues except the 
requirement that their loans shall be secured by titles to stocks of some 
given commodity No prices wiU exist when lendmg begms, and therefore 
the amount origmally loaned either wdl be a matter of chance or wiU be 
determined in some arbitrary manner However determmed, a given 
amount is loaned, and afi the stocks of the eligible commodity we shall as- 
sume to be hypothecated as security for the loans 

A price level for all commodities and services will be estabhshed, but if 
the amount of money proves to be higher than the aggregate value of the 
ehgible commodity, the latter will be msufficient to support the volume of 
loans outstandmg Contraction of the currency wdl therefore occur, but 
this contraction will reduce the price level and with it the value of the 
eligible commodity, and so the process wiU contmue If, on the other 
hand, the quantity of money is lower than the value of the commodity, it 
will be discovered, after the price level is estabhshed, that the latter is 
sufficient to support more loans If these additional loans are made, the 
price level will rise correspondmgly and with it the value of the ehgible 
commodity This process can contmue without linut The extent of the 
excess of the value of the commodity over the quantity of money will be 
significant only m so far as it may influence the rate of expansion of the 
currency Of course, it wfll not he necessary for the additional loans to be 
made, and if there is some force which prevents their bemg made, mone- 
tary equilibrium can be estabhshed, but, without this outside factor, 
stabihty m the stock of money is inconceivable 

I am, of course, abstracting from the practical effects of changing price levels, one of 
which IS likely to be changes m the relative prices of commodities If, as a consequence of de 
flation, the relative value of the ehgible commodity rose, a penod of temporary stabihty m the 
money stock might be created, but if and when the system became adjusted to the lower 
price level, the relative value of the ehgible commodity would drop back to its ongmal level, 
cetens panbus, and deflation would be renewed To be sure, there might be such resistance to 
adjustment to the reduction of prices as to result m contmumg equihbnum at a low level of 
mcome, m which case the relative value of the ehgible commodity might be permanently higher 
than it origmally was 
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The possibility of a constant price level if the two quantities are the 
same is evident However, if the velocity of circulation of money changed, 
the price level would, of course, change correspondingly, and unless the 
change m velocity were accompanied by a compensating change in the 
relative value of the commodity, equilibrium would no longer be possible 
If velocity declined, deflation would set in, while if it rose, unlimited in- 
flation would become possible Howevei, if the change m velocity were 
precisely matched by a change (in the opposite direction to that in veloc- 
ity) in either the stocks or the relative price of the eligible commodity, 
constancy at the new price level again would obtain 

In practice, of course, banlcs do not lend to the full value of security 
offered them, and therefore the value of the eligible commodity would 
have to be correspondmgly higher to obtam the results of the preceding 
illustration 

It may be objected that, while the above criticism disposes of Law, it 
does not apply to Smith, for the latter would have based discounts on 
transactions, not on stocks of commodities Our analysis, howevei , can be 
extended to cover conditions in which discounts grow out of a flow of 
transactions rather than out of stocks of commodities For each commodi- 
ty or for any group of commodities, there is some period of time during 
which the aggregate of transactions m that commodity will be equal to the 
stocks normally held In other words, there is a period for which the turn- 
over of the stocks is one If the term of bills discounted (we shall agam 
assume that bills are discounted to the extent of their full value) is equal 
to the period for which the turnover of the eligible commodity is one, we 
shall have the same conditions of monetary supply as with commodity 
loans, but if the term of bills is different, then the supply of bills wiU be 
either greater or less, as the case may be, than the value of the stocks of 
the commodity In any case, equilibrium will be possible only if the quan- 
tity of ehgible bills and of money are equal If the former is greater, un- 
limited inflation wfll be possible, if less, contmuous deflation will take 
place 

It should be noted that, when loans are secured by commodities, the 
term of the loan has nothmg to do with the problem, for the value of the 
stocks of the ehgible commodity at any instant determmes the amount oJ 
loans that can be made But, where biUs growmg out of a flow of transac- 
tions are discounted, the term of the bflls is a major consideration m de- 
termmmg the amount of bank credit In other words, the current volume 
of bJls is controlled by the (money) volume of transactions and the length 
of tune for which the biUs run 
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We have so far assumed that convertibility is not required but that the 
only restriction on the amount of bank money is the requirement that 
loans be made only on eligible commodities or bills Smith, however, in- 
sisted that bank notes should be convertible Let us therefore consider 
the problem of a convertible bank currency issued only in the discount 
of real bills In this case, after each injection of new bank money has pro- 
duced its rise in the price level, there will still be an excess m the value of 
the real bills created over the amount of loans outstanding, and thus addi- 
tional loans can always be made, provided the reserves are sufficient to 
support the larger volume of bank deposits and/or notes 

However, if the volume of bills is less than the quantity of money, this 
additional amount of loans will declme m terms both of the number of 
pecuniary units involved and of their value, and hence, provided the ex- 
haustion of excess reserves does not first put a stop to the process of expan- 
sion, the additional loans that are possible wiU fairly soon become infinites- 
imal m amount In fact, in this case, if the ratio of eligible biUs to money 
were very small and if the desired or required reserve ratio were not larger 
than it usually has been historically, the banks would not be able to with- 
draw all specie from circulation (granted they had the right freely to issue 
small notes) and at the same time to expand their loans to such an extent 
as to reach their minimum reserve ratio If the two quantities are the same, 
the pecuniary amomit of new loans made possible by each rise in the price 
level will always be the same, although the value of these amounts will 
contmuously declme Therefore, the value of these additional loans can 
never reach zero, but it can become infinitesimal However, long before 
this result was reached, the reserve requirement would, in practice, stop 
the expansion If the volume of bills is larger than the quantity of money, 
the amount of new loans made possible will contmuously rise, and thus 
there cannot be even an approach to an equilibrium position, except 
through the mtervention of the reserve requirement 

The truth of the foregomg statements can be shown by means of some 
simple illustrations Let us assume that m a first period there are no banks 
and that the currency consists exclusively of specie to the extent of $ 1 , 000 , 
that m the second period banks are mstituted, afi specie bemg deposited 
m the banks and thus becoming available to serve as reserves, and that 
thereafter the circulating medium consists of bank deposits only In each 
of the three sets of figuies m Table i there is shown the effect of successive 
additions to the currency as additional biUs are issued and then dis- 
counted In the first case the volume of biUs is one-fifth greater than the 
quantity of money, in the second the two quantities are equal, and m the 
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third the volume of bills is only lo per cent of the quantity of money It is 
manifest that the ultimate limit of expansion in the first two cases is the 
same and that it is determined exclusively by the reserve ratio but that 
the speed with which that limit is reached is affected by the restriction of 
discounts to real bffls 

In the third case, as it is presented, the expansion will reach its limit 
before the reserve ratio is reduced to the minimum, unless it is unusually 

TABLE 1 
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high However, it is evident that where the volume of bills is less than the 
quantity of money, as m this third case, whether the limit placed on the 
expansion is deteimmed by the reserve ratio or by the volume of lulls 
will depend upon the height of the reserve ratio and of the ratio of bills to 
money If both ratios are low, the process of expansion wiU be terminated 
by the reduction of the volume of biUs, which may still be discounted, to 
an infinitesimal amount, whereas, if both ratios are high, the reserve re- 
quirement wfil mtervene before the volume of undiscounted bills is re- 
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duced to so low a level In no case, however, wiU the restriction to real 
biUs prevent some inflation at the time of the institution of fractional re- 
serve bankmg 

Smith also asserted that if the banks are restricted to real bills, then 
only the temporary needs for working capital will be met by the banks 
This statement is clearly wrong, for real bills arise from transactions at all 
times, regardless of seasonal fluctuations Moreover, there is no point in 
the insistence that the banks furnish only circulatmg capital, whether tem- 
porarily or not It would be practically impossible to designate stocks of 
commodities that make up working capital or bills growmg out of stipu- 
lated commercial transactions that would provide contmuously for an ap- 
propriate limitation of bank loans, but it would be no more so to discover 
stocks of fixed capital or of types of construction work that would produce 
the same result Any distinction between fixed and circulatmg capital m 
this connection is irrelevant and therefore likely to be misleadmg 

In his Essay on the Causes of the Present High Prtce of Provisions, which 
was published m 1773 , the year foUowmg a major commercial crisis in 
Great Britam, Adam Dickson offered a superficially plausible criticism 
of the real-bills doctrine He asserted that, if the mcrease m the currency, 
which, m fact, had been brought about by the banks, had been no more 
than sufficient to balance the mcrease m commodities and to offset the in- 
creased amounts of curiency used m makmg government loans and paymg 
taxes, which he mistakenly thought quantitatively very important, it 
would have had no inflationary influence But he claimed that actually 
the bank-note currency had been instrumental m raismg prices, and he 
beheved it had because of the “manner m which the causes of the increase 
of our currency naturally operate ” 

If the government borrowed from the Bank of England theie would be 
an additional amount of “stock” for purchase and sale on the exchange, 
and the dealmgs m this new “stock” would take up some of the money 
disbursed by the government as a result of the loan it obtamed from the 
Bank However, the amount so absorbed, he thought, would not be more 
than 10 per cent of the amount of the loan, and therefore the other 90 per 
cent would be an addition to the currency, which would affect the prices 
of commodities He seems to have been confused in regard to the addi- 
tional stock placed on the market, for there would be none if the govern- 
ment borrowed from the bank, and he greatly exaggerated the extent to 
which, as he thought, government borrowmg would extract money im- 
mediately, dnectly, and permanently from the general circulation 

3“ Dickson, op cit , pp 59-60 
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Dickson also believed that the results would be the same as in the fore- 
going example when new loans were made to landowners and traders, un- 
less additional commodities (as contrasted with additional securities) 
were brought to the market Finally, after these unnecessary and some- 
what inaccurate prelmiinary statements, Dickson came to the important 
part of his analysis Even though additional commodities were brought to 
the market, the loan would have a price-raising influence If the landown- 
ers borrowed £100,000 from the banks m order to make improvements 
which would annually bring to the market £20,000 of additional commodi- 
ties, then £99,600 of the loan would have a piice-raising influence This, 
he concluded, would be the result, for the reason that cunency changes 
hands fifty times during the year, and consequently it would take only 
£400 to match the annual increase of £20,000 in commodities Moreover, 
the result would be precisely similar if traders did the borrowing, the only 
difference being that m this case the price-raising influence would not be 
so marked, since additional commodities to the extent of the full amount 
of the loan would be brought to the market, and therefore only 49/50 of 
the loan would be inflationary 

It IS evident that in the above illustration Dickson was tacitly assuming 
that the rate of turnover of those stocks of goods, sales of which provide 
eligible biUs, is one per annum Moreover, he clearly implied that the in- 
flationary effect of bank loans based on real bills vanes inversely with this 
rate of turnover, but precisely the contrary is true This latter statement 
may at first seem obviously wrong, for it may j appear to mean that an in- 
crease in the volume of transactions will rwtse the price level, other thmgs 
bemg equal The difficulty arises from the fact that, while an increased 
rate of turnover of eligible goods increases the amount of money woik 
to be done, it also mcreases the amount of money, and the increase of the 
latter is proportionately greater than that of the former, unless either all 
transactions give rise to discountable biUs, or those transactions that do 
and those that do not produce such biUs change in the same proportion 

We can very simply illustrate the foregomg statements m the following 
manner Suppose that the stocks of each of the two groups of commodities 
are 100, that the rate of turnover of each is four per annum, and that the 
total of all other transactions (payments for services, financial transac- 

Dickson first assumed this figure of go for velocity as a purely hypothetical figure for 
analytical purposes, but later he seems to use it as if he believed it represented the real situa- 
tion (jiid , p 52) 

3’/6i<f,pp 6i-6s 
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tions, taxes) is $200 Then if we assume that inventories are measured m 
dollars of the given year, the aggregate of transactions wiU be $1,000 If 
the rate of turnover of only the nonehgible commodities rises, the defla- 
tionary effect is evident, for there are more transactions but no change m 
the quantity of money However, let us assume, mstead, that the other 
rate rises from four to six (stocks bemg unchanged), while that of non- 
eligible commodities is constant If before this increase in the rate of 
turnover the maturity of biUs was three months, then the amount of bills 
outstanding would have been $100, but if, after the mcrease in turnover, 
the term of biUs is unchanged, the amount of bills outstanding will be 
$150 The quantity of money wiU have increased, therefore, from $100 to 
$150, or by 50 per cent, whereas the aggregate volume of transactions wiU 
have mcreased only to the extent of the mcrease of transactions in ehgible 
goods (from 400 to 600), or from 1,000 to 1,200 (measured in dollars of the 
base year) — an mcrease of only 20 per cent 

If either all transactions changed m the same proportion or aU transac- 
tions gave rise to discountable biUs, monetary stability would result, even 
though the volume of transactions were continually changing, provided 
agam that the quantity of money and of biUs was equal, that the currency 
consisted exclusively of mconvertible bank money, and that velocity was 
constant Neither of these two sets of conditions is conceivable m practice, 
and yet apparently they have furnished the misleadmg element of truth 
in the real-bills doctrine which has caused it to achieve such remarkable 
longevity despite its essential falsity 
The final conclusion in regard to the limitational aspects of the real- 
bills doctrme may be stated as follows If the volume of transactions is 
stable, the quantity of money, and hence the price level, will be stabihzed, 
as a consequence of a restnchon of discounts to real bills, if the quantities of 
money and of bflls aie equal, if velocity is constant, and if the currency is 
mconvertible Under conditions of a changmg volume of transactions, the 
price level wfll be stabilized if these same three conditions are met and if, 
furthermore, either aU transactions create discountable bflls or those that 
do and those that do not produce ehgible bflls change m the same ratio 
If the currency consists of convertible bank money, the restriction to 
real bills has no significance whatever, except m the highly improbable 
case m which the ratio of discountable bflls to the quantity of money is 
veiy low and the reserve ratio of the banks is not considerably higher than 
m fact it usually has been It would be an unwarranted presumption to 
suppose either that the two tjqies of transactions will m practice change 
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in the same ratio or that the making of all hills eligible for discount would 
lesult m equality between the quantity of bills and the quantity of money, 
or that it would be possible by means of a narrower definition of eligibility 
to achieve this result Moreover, any narrower definition that would give 
this equality would in practice require constant changing if the equality 
were to be maintamed 

In the foregomg analysis it has been assumed that the banlcs require no 
margm of security but would extend credit to the full face value of the 
bills discounted If this were not true, as it is not likely to be, it would be a 
simple matter to make the necessary adjustment It has also been as- 
sumed that aU bdls outstanding are continuously under discount If vaiy- 
mg proportions of the volume of bills were discounted, monetary condi- 
tions would be even more chaotic than the precedmg discussion would 
indicate 

It should be noted, further, that a rigorous adherence to the real-bills 
doctrine might accentuate fluctuations m bank loans Inasmuch as veloc- 
ity tends to rise during prosperity, the ratio of bills to money will then rise 
also, and consequently bankmg on these conditions might possibly mean 
an aggravated tendency to expand loans m prosperity and contract them 
in depression It m depression the volume of biUs weie less than the quan- 
tity of money and if the former rose above the lattei m prosperity, then 
the consequences would be most unfortunate This untoward eSect, how- 
ever, would be much more marked if the currency were inconvertible than 
if it were convertible 

It IS evident that stability in either the quantity or the value of bank 
money, in consequence ofi a restriction of discounts to real bills, is fan- 
tastically improbable 

Dickson argued, as did CantiUon, both that the banks increased the cur- 
rency of the country through their lending operations, and that they 
“quickened” the circulation of the currency Furthermore, he pointed 
out that the “qmckemng” of the arculation had the same effect as an in- 
crease in the quantity of money Apparently, by this reference to an in- 
crease m velocity he referred to the fact that a fractional reserve held by 
the banks will mediate a larger money volume of payments than it would 
if m actual circulation It is not clear, however, whether he mistakenly 
would have added this influence to that of the mcrease in the quantity, 
which IS merely an alternative way of statmg the effect of bank credit 

Not only did he see that the hanks mcrease the total volume of currency, 

i^Ibtd , pp 32, 38, 49, SI 
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but he also contended that they cause it to have a perverse elastiaty 
Usually the banks find it possible to meet such demands for cash as may 
be made upon them with only a small sum m specie kept on hand, but 
accidents occur, when large demands for specie are made This demand 
may necessitate a reduction of loans, which may be “mconvenient” for 
the country, “both trade and manufactures may be hurt,” and the prices 
of commodities will be affected “ He suggested an export of specie as one 
possible cause of the increased demand on the banks 

The problem of the manner m which the banking system mcreases the 
total volume of the circulatmg medium, while at the same tune the lending 
power of the mdividual banks is severely limited, has proved to be one of 
the most baffling for writers on banking theory While Dickson did not de- 
velop a complete statement of this problem, the essentials for its solution 
are implicit m his discussion 

In contmuation of the consideration of unusual demands upon the 
banks for cash, Dickson pointed out that the establishment of new banks 
may cause such a demand upon the old banks As the proprietors con- 
tribute cash to their new enterprise, the reserves of the old banks will be 
reduced Meanwhile, the new bank will be extending its loans, and even- 
tually a position of equihbnum wiU be reached between it and the old 
banks If, then, the new bank contmues to expand, it wiU be faced with an 
unfavorable clearing balance, and the only way to protect itself against 
this development is to restrict its credit While his analysis was awkward, 
he nevertheless saw that the lendmg power of the individual bank was 
sharply limited by the possibility of an unfavorable clearing balance, and 
he did not make the error of so many succeeding writers, who held that 
this limitation operated as a sufficient check upon the lending of the sys- 
tem While he did not exphatly distinguish between the individual bank 
and the system, nevertheless his conclusions were consistent with a correct 
statement of the problem 

Inasmuch as Dickson concluded that there could be no control of the 
creation of currency by the banks that was both automatic and desirable, 
it was but natural that he should consider the question of monetary and 
bankmg policy In the first place, he vigorously argued that the control of 

u “That the currency of the nation is greatly increased by our banks, is what every person, 
who gives attention to things, will easily beheve but it is no less certain, though perhaps not 
so evident, that by them the currency is kept in a fluctuating state” (fhd , p 38) 

IS Ibid , pp 39-40, 46-47 
45-46 
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the currency “ought not to be left to the direction of private persons,” 
that the currency ought “certainly to be regulated by Government ” He 
then went to on say that the amount of the currency ought to be known, 
the capital of the banks deteimmed, and the value of bank notes in circu- 
lation regulated by the capital of the banks, but also that banks should be 
confined to a fijced sum of note issues In his specific proposals he was not, 
therefore, quite consistent, nor were these suggestions calculated to 
achieve what was clearly his ultimate goal, namely, a stable price level ” 

In his discussion of the influence of loans to landowners, Dicksop hinted 
at the possible influence of the bank rate on the volume of borrowmg He 
supposed £100,000 to be borrowed from the banks for the purpose of im- 
proving the land, and that “by these improvements 20 per cent is returned 
which, supposing the ordinary rate of mterest at five per cent is sufficient 
profi,t to engage our land-holders to borrow money to be laid out in this 
manner However, he did not elaborate this statement 

There were numerous other writers durmg this period who had more oi 
less to say on the subject of banking, but they added little to the views 
that have been presented in the piecedmg pages ” The “Report of the 
Select Committee on the State of Commercial Credit,” of the House of 
Commons, made in 1793, is of some interest The committee recognized 
the ruinous consequences of the policy of the banks in attemptmg to hold 
a greater quantity of cash durmg the crisis and thus of reducing their dis- 
counts, and they made a modern suggestion as a remedy They recom- 
mended that power be voted to issue exchequer bills m small denomina- 
tions (£100, £50, and £20), these bills to be loaned by a body of goveni- 
mental commissioners to those businessmen who could offer good security ■*“ 

V liid , pp 32, 34, 49, S9, 78-79 

3® Ihd , p 61 

39 Some additional references are as follows [Robert Wallace], Characlenstics of the Present 
Pohtical State of Great Bntam (1758), pp 23-25, 34-35, Anonymous, Some Thoughts on the 
Nature of Paper Credtt, Relative to the Late Failures of Bankers and Receivers in Ireland (1760), 
pp 7-8, Anonymous, ‘'Considerations Relating to the Late Order of the Two Banks Estab 
hshed at Edinburgh,” Scots MagazinefKXXSl (1762), 39-41,89-94, Anonymous, Considerations 
on the Present Scarcity of Gold and Stiver Com in Scotland (1762), pp 6-7, [Nathaniel Forster], 
An Enquiry into the Causes of the Present High Price of Promsums (1767), pp 1, 31-33, [Henry 
Lloyd], An Essay on the Theory of Money (1771), pp r, 13, 23-24, Richard Pnce, An A ppeal to 
thePubhc,ontheSubjectof the NationalDebt iided J R McCvHoch, Select Collection 

of Scarce and Valuable Tracts and Other Publications, on the National Debt and the Sinking Fund 
(1857), pp 301-58 The Preface to this last work contams a bnef statement on the subject of 
bankmg 

“Report of the Select Committee on the State of Commercial Credit” (1793), pnnted in 
the J ournals of the House if Commons, reprmted m tbtd , XL VIII (1803) , 702-7 This suggestion 
was acted upon, and a similar issue occurred also during the cnsis of 1811 (see Feavearyear, 
op cit , pp 166, 193) 
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During the period from 1750 to 1797 a definitely hostile attitude toward 
the banks, or one that was less uncritically laudatory, developed, to a 
much greater extent than formerly had obtained These attitudes were 
based, usually, on the belief that the banks increased the currency and 
thus brought about a rise in the price level A small number of writers, of 
whom Dickson has been mentioned, saw that on occasions this rise of 
prices gave place to a dechne, which was caused by a reduction of bank 
loans The defimte cleavage of opinion also developed between those who 
held the real-bills doctrme m some form and those who opposed this doc- 
trme We may say that during this period the broad outlmes of many of 
the later controversies on banking theory were m large part drawn 



CHAPTER IV 

THE PERIOD OF THE RESTRICTION, 1797-1821 


T he restriction on cash payments by the Bank of England in 1797 
and its continuance until 1821, the repoit of the Bullion Com- 
mittee in 1810 and, to a less extent, the report of the committee 
on Irish exchange in 1804 were responsible for a great mciease of publica- 
tions m Gieat Britain on monetary and banking theory The literature 
was largely controversial, but it is not my purpose to examine the cluef 
subjects of debate, namely, whether or not the paper currency was de- 
preciated' and, granted that it was, the reasons therefor On a number of 
questions the writers of the period cannot be classified, but on the subject 
of the factors that limit the expansion of bank credit there were two sharp- 
ly defined groups First, there were those who held that restriction of banlc 
discounts to real bills would prevent overexpansion and who, therefore, 
defended the Bank of England fiom its critics They were in agreement 
with the antibullionist position Those who held that the currency had 
depreciated and that the Bank was responsible for this fact were critics of 
the real-bills doctrine, and they usually set up the counterclaim that the 
rate of interest would control the volume of an inconvertible bank-note 
currency and of a convertible one within the limits permitted by the re- 
serves These were the bullionists 

With some exceptions it was held that the circulating medium consisted 
of only coins and bank notes Boyd called deposits “passive circulation 
Thornton noted that many payments were made by means of transfers on 
the books of the banks, and he beheved that the quantity of bank notes 
kept in cash balances had been reduced thereby ^ Ricardo and Edward 
Copleston asserted that the use of checks economized the use of currency 

' On this question and on the factual background of the period see Jacob Viner, Studies in 
the Theory of International Trade (1937), pp 119-217 

“ Walter Boyd, A Letter to the Right Honourable WiUtam Pitt (2d ed , 1801), pp 20-22 
3 Henry Thornton, An Enquiry into the Nature and Effects of the Paper Credit of Great 
Britain (1802), pp loi and 360 m the reprint of 1939 AU references to Thornton will be to 
this reprint, which includes not only the Enquiry (pp 65-276) but also Thornton’s evidence 
before the Commons and Lords committees of 1797 (pp 277-310), some manuscript notes on 
Lord King’s Thoughts on the Effects of the Bank Ristrictian (pp 311-22), and two speeches de- 
livered before the House of Commons in May, 1811, on the report of the Bulhon Committee 

(pp 323-61) 


42 



THE PERIOD OF THE RESTRICTION 


43 


and had the same effect, therefore, as an increase m the amormt of the 
latter Nevertheless) there was a nearly complete failure to recognize the 
full significance of deposit banking, for apparently no one understood, 
with the problematical exception of Thornton, that deposits might be de- 
rivative as well as primary, to use the terms of C A PhiUips Thornton 
stated that if banl^s loaned only to the extent of deposits left with them by 
customers it would be “the same thmg as if some mdividuals were to lend 
to others, without the intervention of the banker " Such loans, he affirmed, 
would have no influence on prices Nevertheless, m a footnote on an earher 
page he had stated that “deposits are generally formed by the same 
means of biUs discounted,” thus at least implying that deposits, as well as 
notes, might be increased m amount through an expansion of loans ® 

The question of whether bills of exchange and similar assets constitute 
circulating medium was as infrequently discussed as that of the monetary 
significance of deposits, but with much greater understanding Thorn- 
ton’s analysis was excellent and, indeed, has hardly been surpassed to the 
present day He contended that bills “evidently form, m the strictest 
sense, a part of the circulating medium of the kingdom,” both because 
they were actually used m heu of cash in the making of payments and be- 
cause they took the place of the latter in “cash” balances He beheved, 
however, that bills circulated more slowly than bank notes ® Stocks (that 
is, bonds) he thought served the second purpose but not so satisfactorily as 
bills ’ Usually writers have noted only the first of these uses, whereas it 
has been the second, at least durmg approximately the last century, that 
has been the moie important 

Mathias Attwood also referred to both uses and concluded that ad- 
vances to government would be more inflationary than the discount of 

David Ricardo, Proposals for m Economual and Secure Currency (i8i6), in Ricardo’s 
Economic Essays (1926), ed E C K Conner, p 160, [Edward Copleston], A Letter to the 
Right Eon Robert Peel (3d ed , 1819), p r8 

s An Enquiry, pp 134, 271 Ricardo’s statements on this subject are ambiguous (see Pro 
posals pp 179-80, 194, 203]) 

“ An Enquiry, p 92 

7 “By bemg at any time convertible mto cash (that is, mto either money or bank notes) 
they [bills] render that supply of cash which is necessary to be kept m store much less con 
siderable” {ibid , p gi) 

“Goods will not serve this purpose, because they do not grow more valuable by detention, 
nor stocks, because, though they yield an interest, they fluctuate much m value, and, also, 
because the expense of brokerage is incurred m seUing them, not to mention the mconvemences 
arising from the circumstance of their bemg transferable only m the books of the Bank of 
England Stocks, however, by bemg at all times a saleable and ready money article, are, to a 
certain degree, held by persons m London on the same pnnciple as bills, and serve, therefore, 
in some measure, like bdls, if we consider these as a discountable article, to spare the use of 
bank notes” (ibid , pp 93-94, see also below, p 39) 
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bills both because the bills would then remain outside the banks, thus aug- 
menting the volume of circulatmg medium (in the form of bills) and be- 
cause of the necessity of recurrently building up balances with which to 
pay off these short-term obligations when bills are discounted Clearly, 
Attwood assumed that if a given amount of advances were made to the 
government, an equivalent amount of bills which otherwise would have 
been taken to the Bank would not be discounted ® This assumption was 
entirely warranted, during the contmuance of the Restriction, only if the 
Bank adopted a policy of refusing to increase its issues beyond some stipu- 
lated amount, and under conditions of convertibility only if the Bank 
either adopted such a policy or was unwillmg to vary its reserve ratio 
Moreover, if the bills were not discounted, it would be in the long run be- 
cause the Bank refused to take them, not because they would be withheld 
by the holders, although the latter reason might apply for a limited period 
of time It was for the second reason that Attwood alleged they would not 
be discounted 

In a work of much obscurity, but nevertheless the lengthiest on this 
subject, Heywood made the claim that bills constituted the larger part of 
the ciiculatmg medium His exposition is not clear, but apparently, except 
as to the relative importance of bills, he was in agreement with Thornton, 
to whom he leferred with approval ’ 

A minority of writers held, with Adam Smith, that convertible bank 
notes merely displace an equal amount of specie,” but it was the prepon- 
derant opinion that the issuance of such notes would m some small meas- 
ure mcrease the quantity of the circulating medium Several writers point- 
ed out that an issuance of convertible bank notes in one country would 
raise world prices, and the issuing country would retain its share of the in- 
creased currency supply in the world at large ” Others merely stated or 

® Mathias Attwood, A Letter to Lori Archibald Hatmlton (1823), pp 49-51 In opposition 
to Attwood, Viner suggests that government balances at the Bank of England dunng the 
Restriction were exceptionally large and that, therefore, their velocity was low {op cit , pp 
153-54, n 21) 

» B A Heywood, Observattons on the Circulation of Individual Credit, and on the Banking 
System of England (1812) Most of the discussion, which is very repetitious, is on this topic, 
but pp 8-12, 21-22, and 28-30 give his point of view 

“ James Mill, a review of Thomas Smith’s Essay on the Theory of Money and Exchange 
{Edinburgh Review, XIII [1808], 57), [Peter Carey], The Real Cause of the Depreciation of the 
National Currency Explained (i8io), pp 19-20, Coutts Trotter, The Principles of Currency 
and Exchanges (2d ed , 1810), p 15, Robert Torrens, An Essay on Money and Paper Currency 
(1812), pp 106-8 

” Thornton, An Enquiry, pp 100, 205, 227-28, 268-70, John Wheatley, Remarks on Cur 
rency and Commerce (1803), p 185, and An Essay on the Theory of Money and Principles of 
Commerce, I (1807), 286-87, Ricardo, The High Price of Bullion a Proof of the Depreciation of 
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implied that the amount of currency would be increased “ HiU contended 
that banks arose m response to an increased demand for currency Ri- 
cardo sharply distinguished between an “insulated” country and one 
which “had intercourse with all other countries ” In either case, however, 
he held that, if there were an increase in the amount of convertible paper, 
“the value of the whole currency would be diminished, or, in other words, 
the prices of commodities would rise, estimated either in gold coin or in 
paper currency ” If the country were not isolated, the export of bullion 
would nearly equal the amount of paper issued, but not qmte, smce the 
issues of convertible paper would increase the currency of the world and 
the issuing country would retam its share of the increase 

As a matter of long-run policy, it was probably the majority opinion 
not only that convertibihty mto specie was desirable but that it was a 
sufficient means of statutory regulation of the currency, although there 
were many who would have demurred to the notion that convertibility of 
the obligations of the Bank of England was desirable under the exigencies 
of the then current situation, and there were also others, more numerous 
during the later years of the Restriction, who preferred some form of m- 
convertible currency as a matter of permanent policy Moreover, Ricardo, 
at least, and probably Thornton, in some measure, held that some degree 
of management of the currency by means of open-market operations was 
desirable, m addition to the requirement of convertibility into specie The 
buUionists contended that any undue increase of convertible notes would 

Bank Notes (4th ed , 1811) [Essays, p 7), John Leshe Foster, An Essay on Ike Principle of 
Commercial Exchanges (1804), pp 51-52 Davies Gilbert probably held this opinion also [A 
Plain Statement of the Bullion Question [1811], p 43) 

“ Sir Francis Baring, Observations on the Establishment of the Bank of England (1797), p 42, 
Thomas Malthus, a review of works by Mushet, Ricardo, Blake, Huskisson, and Bosanquet, 
in Edinburgh Review, XVII (1811), 365-66, Thomas Attwood, Prosperity Restored (1817), p 58, 
[Copleston], op cit , pp 18-21, John Prmce Smith, The Elements of the Science of Money 
(1813), pp 147, 151, 183, Henry Parnell, The Principles of Currency and Exchange [iZog),-p 7, 
Anonymous, A Letter to Sir William Pulteney (1797), pp 9-12 An anonymous writer of this 
period was tiie first, as far as I have been able to discover, to make an error which is occasionally 
encountered at the present tune He asserted that, on the basis of £ioo of cash on hand, a bank 
could put mto circulalion £400 of its own notes and that thus the bank could earn, if the rate 
of interest were 5 per cent, 20 per cent on its capital [The Cause of the Present Threatened 
Famine Traced to Its Real Source, by Common Sense [1800], pp 19-20) Lord King at the least 
imphed that he would have disagreed, for he contended that if a given bank overextended its 
issues It would be reqiured to redeem the excess [Thoughts on the Effects of the Bank Restrictions 
[2d ed , 1804], p 100) 

'3 John Hill, An Inquiry into the Causes of the Present High Price of Gold Bullion in England 
(1810), pp II, 20, 74 

'■i Ricardo, High Price of Bullion [Essays, pp 7, 34), Reply to Mr Bosanquet’s Practical 
Observations on the Report of the Bullion Committee (1811) [Essays, pp 109-10, 117) 
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cause an outflow of specie which would quickly be corrected by a reduc- 
tion in the volume of notes and that, therefore, “the excess of paper circu- 
lation could never be carried so far as to have any general and public 
effect upon prices 

The defenders of the real-bills doctrine usually did not state their posi- 
tion on the question of convertibility as explicitly as did then opponents, 
although a few expressed a preference for notes convertible into specie and 
others defimtely objected to them Nevertheless, it seems justifiable to in- 
fer that most of the antibuUionists were opposed, as a matter of long-run 
policy, to issues not convertible into specie, but, to repeat, they did not ask 
for convertibility of the obhgations of the Bank of England under the 
existing circumstances'*' An opinion was sometimes expiessed to the ef- 
fect that an increase in the quantity of a “forced” or “compulsory” cur- 
rency would, lilce an increase of metallic money, raise prices, whereas a 
“free” bank-note currency conveitible into specie would not Usually a 
“forced” currency was understood to be inconvertible paper issued by the 
government, although an anonymous writer asserted that Bank of Eng- 
land notes were virtually “forced,” since the Bank was permitted to pur- 
chase government securities Bank notes were called “free” because they 
were issued in the making of loans and could be returned by the holder to 
the banks, whereas the pubhc had no choice but to accept “forced” issues 
put out by the government 

Peter Carey asserted that inconvertible notes would be issued to excess 
but that any issue of convertible notes “beyond what the market requires” 
would be presented foi specie John Hill thought that an inconvertible 

” Francis Homer, review of Lord King’s Thoughts on the Ejects of the Bank Restrictions, 
m Edinburgh Rmew, II (1803), 404 See also Boyd, op cit , p 4, Foster, op cil , pp 103-4, 
Wilbam Huskisson, The Question Concerning the Depreciation of Our Currency Stated and Ex- 
amined (1810), pp 31-34, Robert Mushet, An Enquiry into the Effects Product on the National 
Currency and Rates of Exchange, by the Bank Restriction Bill (zd ed , 1810), p 23, Ricardo, High 
Price of Bullion {Essays, p 34), and Reply to Mr Bosanquel's Practical Observations {Essays, 
p no) On the subject of Ricardo’s position in regard to open market operations see below, 
PP 57“S8, and Plan for the Establishment of a National Bank (1844), in The Works of David 
Ricardo, ed J R McCulloch (1846), pp 307, 312 

During the Restriction, only the Bank of England was reheved of the requirement of con 
vertibihty By the other banks convertibihty mto the notes of the Banlc of England was mam 
tamed 

^iTh.amssSiVLa\ii,AnEssayonthe Theory of Money and Exchanges (zded , i8ir),pp 73,83, 
James Mdl, a review of the precedmg work by Smith, m EdiwJiifgA ReDiew, XIII (rSoS), 34-33, 
Anonymous, The Theory of Money (1811), p 79, the Earl of Rosse, Observations on the Present 
State of the Currency of England (1811), p 68, A W Rutherford, Depreciation Caused by Con 
flicting Coins (1812), pp 47-48, Samuel Read, An Inquiry Concerning the Nature and Use of 
Money (1816), pp 18, 20-21 

I® Op cit , pp ig-20, 23 
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curiency might function fairly satisfactorily, but he nevertheless believed 
that convertibility was preferable for these reasons (i) reserves of metal 
would make it possible for the government to make foreign payments in 
time of emergency, (2) for reasons he did not attempt to explain he 
thought country bankers would keep more of specie than they currently 
did of Bank of England notes, and hence men of “greatei property” would 
be attracted to the business of banking, (3) convertibility would provide a 
somewhat more regular and certain check agamst occastonal and tempo- 
rary overissues than existed under the Restriction 

While It was generally held that an inconvertible bank-note currency 
would be likely to be issued m excess of the amount of currency that would 
have been m circulation had it consisted of coin alone, or of com and con- 
vertible notes, there was, nevertheless, a wide difference of opmion as to 
the extent to which the issues of such notes might be carried The bulhon- 
ists contended that to relieve the banks of responsibility for redeeming 
their notes in com removed aU lunits on the quantity issued “ 

For the most part, the real-biUs proponents, while uncertainly implying 
that convertibihty is preferable, nevertheless held that inconvertible notes 
issued in the discount of bona fide commercial bills could not be issued m 
excess of the “demands of business ” A number of writers, most of them 
real-bills advocates, objected to conveitibihty on the ground that it un- 
duly limited, or prevented a suitable adjustment of, the quantity of notes 
that might be issued As Vmer points out, these writers were mostly ac- 
tive, for manifest reasons, during the deflation phase of the bulhon contro- 
versy, which came after 1811 ” 

The critics of the bulhonist position were usually, but not always, be- 
hevers m the real-bdls doctrine With the exception of Toriens, they added 
nothing to Adam Smith’s discussion It was contended that if only bona 

op oil , p gi 

The buUionists held that the final cntenon of excess was the amount of currency that 
would have circulated if notes had been convertible, that this amount would be such that each 
nation would possess its appropriate share of the world supply, and that the price of gold and/ 
or the foreign exchange rate would correctly mdicate whether an inconvertible currency had, 
m fact, been issued to excess In a few cases, however, reference was made also to the general 
level of prices (see Vmer, op ctt , p 12s) 

Thomas Smith, op c%t , pp 100, 104, Sir John Smdair, Ohiermltons on the Report of the 
Bulhon Committee (3d ed , 1810), pp 29, 32, and The Late Prosperity (1826), pp 106-7, 
Torrens, 0^ cif , pp 113-15, Thomas Attwood, cd,pp ^g-62, sinA The Late Prosperity, 
pp 29-31 Attwood had no sympathy with the real bills doctrme and was the most reasonable 
of these men by a wide margin Edward Cooke objected to convertibihty on the ground that it 
resulted in a multiple contraction of the currency in tune of alarm (The Real Cause of the 
Bigh Price of Gold, Bullion [2d ed , 1819], p 42) 

“ Vmer, op cit , pp 209-14 
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fide commercial bills, maturing within a short period of time, were dis- 
counted, there could be no issue of notes in excess of the “demands” of the 
public and that any notes in excess of this amount would be returned to 
the banks, either in payment of loans or in demand for specie It was 
usually, but not invariably, either conceded or vigorously asserted that 
notes issued for the purchase of government secunties would become ex- 
cessive in amount,'*'' although Coutts Trotter and Thomas Smith held that 
even loans to government would not lead to overissue, providing they 
were of short maturities As Magens Dorrien Magens phrased it, loans 
to government by the banks put their funds “out of their power A 
similar opmion of mortgages was usual It was sometimes conceded, how- 
ever, that loans to the government or on mortgages might legitimately be 
made if they were not in excess of the capital of the bank 

As might be expected, this group of writers substantially ignored the 
possibility that the rate charged by the bank will influence the amount 
borrowed, although several of them asserted that the fact that inteiest is 
paid on loans will prevent any borrower from retammg notes that are not 
needed However, with the exception of Jolin Hill, they did not suggest 
that the height of the rate charged or its level relative to the rate of profit 
are matters of significance It was enough for them that mteiest is paid, 
and they did not look upon this fact as of more than minor importance 
Hill had much to say about the restiictive effects both of limiting dis- 
counts to real bills and of the rate of mterest charged by the bank, but it 
IS impossible to say which he beheved to be the more important He as- 
serted that the fact that there was a great demand for money at the exist- 
ing legal rate of 5 per cent proved that the value of money in the market 
was not below that rate and that therefore, if the Bank of England reduced 

’3 Thomas Smith, op oti , pp 72-73, 104, 109-10, Mill, a review of the preceding work, in 
Edinburgh Review, 3QII (1808), ,56-60, 'Trotter, op cit , pp 12-13, iJi 17-21 , the Earl of Rosso, 
op cvt , pp 68, 86-87, Robert Wilson, Observations on the Depreciation of Money (18:1), pp 
30-31 , Henry Boase, A Letter to the Right Hon Lord King (1804), pp 4-5, 7, Torrens, op cit , 
pp 125-28 

MiU, review of Thomas Smith’s work, m Edinburgh Review, XHI, 59-60, Torrens, op cil , 
PP 155-57, W T Comber, 4 View of the Nature and Operation of Bonk Currency (1817), 
pp 11-13 

« Trotter, op cil , pp 17-19, 21, Thomas Smith, op cit , pp 89-90 
Magens Dorrien Magens, An Inquiry into the Real Difference between A dual Money 
and Paper Money (1804), pp 46-48 

“7 Thomas Smith, op cit , pp 98-99, John Ward, Reports from the Secret Committee on the 
Expediency of the Bank Resuming Cash Payments (the Commons committee) (1819), p 239 
Charles Bosanquet, Practical Observations on the Report of the Bullion Committee (1810), 
p 53, Smclair, op oil , p 33, Wilson, op cit , pp 30-31, John Charles Herries, 4 Review of the 
Controversy Respecting the High Price of Bulkon (1811), p 102 
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its rate to 4 per cent, an excessive issue of its notes would be the result He 
was also opposed to a lower rate because he felt that it would cause the 
Bank to become an unfair competitor lyith the “real proprietors of 
money 

The ideas of Robert Torrens require further consideration Torrens 
readily agreed that convertibihty of bank notes would prevent any perma- 
nent overissue, but, nevertheless, he charged that convertible notes at 
times suffered from the disadvantage of not bemg susceptible of mciease 
m amount in response to the needs of business In contrast, inconvertible 
notes could be so increased, and, if issued m the discount of “legitimate 
biUs,” they would never become excessive, for under such circumstances 
the repayment of loans would withdraw from the market any excessive 
amount in a manner analogous to the redemption of convertible notes 

He granted that, as the notes were spent by producers, the prices of ma- 
terials and of labor would use, but the mcreased purchasing of these re- 
sources would increase the supply of manufactured commodities and thus 
eventually “render the necessaries of hfe cheaper ” He did not consider 
whether the level of employment at the tune of the mcrease m the currency 
was pertment, nor did he mdicate that the increase of output might not 
contmue indefinitely The proceeds of loans he thought not likely to be 
spent on consumption, and, if they were, the notes would not remam m 
circulation long enough to raise the prices of commodities and thus become 
“absorbed mto the mass of currency ” Moreover, even though the mitial 
effect were that of a rise of prices, the final effect would not be, for the 
gradual accumulation of a balance with which to pay off the loan would 
constitute a deflationary mfluence which would offset any inflationary one 
that might be present His final argument, however, which he apparently 
thought was conclusive, was to the effect that the banker deducts mterest 
at the tune the loan is made, and thus m the end he is paid more than he 

“9 Hill, op cit , pp 60, 63-67 For his statements concerning the hmitmg effect of real bills 
or of the “real demands of the public” see pp 58, 73-78, 82 

3 “ Torrens, op oil , pp 113-15 

3 ' “When the issues of banks are confined to the discounting of legitimate bills, of a moder- 
ate date, the paimient of these bills produces, on a paper currency not convertible into cash, 
effects, exactly similar to those, which turnmg paper into gold and silver produces, upon a cur 
rency that is convertible mto cash, or which the melting down, and exporting of the com, 
produce on a currency consistmg in the precious metals, — ^withdraws from the market what 
ever is excessive, and speedily reduces the supply of circulating medium, withm the limits of 
the demand” {%btd , pp 127-28) 

“Now, it will be found, that hmitmg the issues of bank paper, to the discoimtmg of solid 
mercantile biUs, payable at a fixed and moderate date, is an effectual means of returning aU 
superfluous paper upon the bank that issued it, and of bnnging the supply of circulating 
medium withm the measure of the demand” (thid , p 125) 
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issues m notes He theiefore came to the remarkable conclusion that 
bank lending has a deflationary effect i We might agree with Torrens if we 
could convince ourselves that banks would eternally lefram fiom granting 
new loans as their notes were returned to them in payment of the first 
loans made by the mstitution and that no dividends would be paid out of 
the interest on these loans 
His summing-up of the whole matter is as follows 

Thus we see, that every isspe of bank paper, made on good mercantile bills, payable 
at a short date, produces a two-fold effect upon the currency -in the first place, it 
encourages mdustiy, and increases the quantity of commodities to be circulated, and 
in the next place, in consequence of the deduction of the legal interest, dimmishes the 
medium by which commodities are circulated Instead, therefore, of producing an 
excess and depreciation of tlie currency, the issues of the bank, when regulated by 
just principles, have a perpetual tendency, both by increasing the demand, and dmim- 
ishmg the supply, to raise the value of the circulating medium 3i 

Torrens’ conclusion was that if notes are convertible they will be self- 
regulating in amount, for, if they are issued to excess, gold will be exported 
and consequently there will be a run on the banks ^4 The public can be 
assured that his own interest will induce the banker to issue notes only up- 
on such “securities” (short-term bills) as will provide for the return of the 
notes as soon as the demand for them has ceased or whenever there is a de- 
mand for gold Therefore, government regulation of banking under condi- 
tions of convertibility is unnecessary However, if bank notes are not con- 
vertible, there is no assurance that the banks will confine themselves to the 
discomiting of mercantile bills, and it theiefore becomes the duty of the 
legislature to provide “that the operations of bankmg aie confined within 
their proper hmits If it is provided that certainly banks will be oper- 
ated upon these “just principles,” then an inconvertible bank-note cur- 
rency IS preferable to one that is convertible, inasmuch as it is more elastic 
Apparently the management of the Bank of England leaned heavily in 
the direction of the real-bills doctrine To be sure, only a few of the direc- 
tors are on record to this effect, but, on the other hand, there is no recoid 
of downnght opposition on the part of any of them, and they passed a 
resolution m 1819 to the effect that the Bank could not correct the ex- 
changes by means of a reduction of the volume of its notes outstanding 
This action was not equivalent to an mdoisement of the real-bills position, 
but it was consistent therewith Moreover, the recorded evidence, to be 
found m the evidence of directors before the parliamentary committees of 
13S-44 33 Ibid, pp 146-47 

Torrens discussed the manner m which gold will be forced out of the country in some 
detail {tkid , pp 163-80) 

33 Ibid, pp IS7-S9 
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1797) 1804, 1810, and 1819, indicates clearly that at least half the members 
of the Committee of Treasury were defimtely proponents of the real-bills 
doctrme This committee apparently was made up of the mcumbent gov- 
ernor and deputy governor, the past governors who were still in the direc- 
torate, and the director who was expected next to become deputy governor 
In support of this view may be cited the evidence of Jereimah Harman 
before the committees of 1804, 1810, and 1819, of John Whitmore and 
John Pearse before the committee of 1810, and of George Dorrien, Charles 
Pole, and Samuel Thornton before the committees of 1819 All these men 
were members of the Committee of Treasury for at least a part of the pe- 
riod of the Restriction Howevei, the evidence of Samuel Bosanquet and 
Daniel Giles before the committees of 1797 and of Benjamin Wmthrop be- 
fore the committee of 1804, all of whom were members of the committee 
durmg the earher years of this penod, shows no traces of sympathy with 
the real-bills doctrme, although they said nothing specifically m criticism 
of it Before the committees of 1819 WiUiam Ha.ldima.nd, William Ward, 
and Alexandei Barmg stated emphatically that the proper criterion of an 
excess of issues was the price of gold and the foreign-exchange rates, and 
thus their statements support the presumption that they were opposed to 
the real-bills doctrme They weie not, however, members of the Commit- 
tee of Treasury I have no mformation as to the importance of this com- 
mittee in the management of the Bank, but it seems likely that it was 
rather influential Alexander Baring in 1819 spoke diffi dently of some mat- 
ters that he thought would be better known by the members of the com- 
mittee, although he had been a director from 1805 to 1817 

It IS probable that under the pressure of public criticism the manage- 
ment were more mchned in 1810 than at other tmies to defend themselves 
by reference to their custom of discounting only short-term commercial 
bills However, none of the directors claimed that the Bank would deter- 
mme whether a discount was to be granted exclusively on the basis of the 
land of bill offered Whitmore, for example, stated that the grantmg of a 
discount would depend also upon “arcumstances” — whether there was 
currently a dram of guineas, whether the apphcant was suspected of want- 
ing to export gold, how much the borrower had already discoimted, and 
the amount of notes outstandmg — ^but he denied that he would consider 
the exchanges 

3® On the constitution of the Committee of Treasury see J Francis, History of the Bank of 
England (Amencan ed , 1862), p 344 For a complete hst of the directors of the Bant see 
W Marston Acres, The Bank of England from Within, 1604-1900 (1931), Vol II, Appen I 
n In Report, Together with Minutes of Evidence, and Accounts, from the Select Committee on 
the High Price of Bullion (the privately published reprmt of 1810), pp 92, in, 185 
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During the period of the Restriction there were about a dozen men who 
explicitly objected to the real-biUs doctrine, and there were numerous 
others who had nothing directly to say about it but whose statements in- 
dicate that they were, in fact, very doubtful about its validity Within the 
former group were Henry Thornton, Lord King, John Leslie Foster, Du- 
gald Stewart, WiUiam Blake, Francis Horner, William Huskisson, and Ri- 
cardo Among these men the work of Thointon is outstanding, and I shall 
therefore center the remainder of this chapter m his ideas, with occasional 
references to other writers Thornton’s work must be considered one 
of the notable contributions of all time to the literature of money and 
bankmg 

Thornton denied that the volume of bank notes might be sufficiently 
limited “by attendmg merely to the nature of the security for which they 
are given ” Commodities may be sold a number of times, each sale giving 
rise to a real bill, and thus after a time there may be several bills outstand- 
mg to represent the one item of wealth. Therefore, the discounting of only 
real biUs will not adequately, although it may to some extent, lirmt the 
amount of bank notes issued Moreover, an extension of the length of 
credit would make possible the “greatest imaginable multiplication” of 
biUs If the wealth of borrowers alone were considered, they might “be- 
come beyond measure numerous ” Likewise, insistence upon punctuality 
of payment would not be sufficiently restrictive, for the bank itself, when 
it is progressively enlarging its notes, furnishes the means to merchants of 
meeting the “most extravagant engagements He objected to the no- 
tion that the Bank’s tiouble in 1797 had been caused by the amount of 
its loans to the government, insistmg that it is the total quantity of notes 
m circulation, not the manner m which they are issued, that is of impor- 
tance 39 Other writers ofiered criticisms similar to those of Thornton, and 

3 * An Enquiry, pp 86-87, 244, 252-53 

, p 129 Ricardo’s statements on this matter are conflicting In 1815 he asserted 
that the difficulty of 1797 was caused by the fears of the pubhc and that the situation would 
have been the same had there been no advances to the government {Proposals [Essays, p 170]), 
but m 1811 he had said that if the same amount of notes had been issued through the medium 
of discounts the Bank could have collected all debts due it within sixty days and thus might 
have redeemed every note m circulation {High Price of Bullion [Esiayj, pp 41-42]) He utterly 
Ignored the effect of such a restriction of credit on business conditions, something that Thorn 
ton would not have been likely to do 

The importance of the quantity of notes, as opposed to the manner of their issuance, was 
also emphasized by Horner “The Bank ought to regulate the total amount of its loans, with 
a view to the quantity of circulating medium, independent altogether of the solvency and 
opulence of those who wish to become borrowers, and of the character of the bills that are 
offered for discount’’ (m his review of Thorntoq^s book m Edinburgh Renew, I [1802], 195) 
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some of them added that, in fact, the banks cannot satisfactorily distin- 
guish between real and fictitious bills 
As early as 1797, in his evidence before the Lords committee of that 
year, Thornton asserted that the volume of bank loans might be controlled 
by means of the rate of discount, were the rate not limited by the usury 
law to a maximum of 5 per cent In 1802 he argued that the amount bor- 
rowed would turn “principally on a comparison of the rate of interest 
taken at the bank with the current rate of mercantile profit ” Moreover, 
he denied that an extension of loans, “by furnishing additional capital,” 
might reduce the profit on the use of capital to the point where the 5 per 
cent rate of the usury law would become a preventive of further borrowmg , 
rather, an expansion of loans would result eventually m an mcrease of 
prices, and the rate of profit, after prices had become stabilized at the 
higher level, would be the same as it formerly had been Nevertheless, he 
admitted that to a minor extent an increase of notes, while it was talung 
place, might expand output, but he mamtained that such an expansion 
could not go far because of the liimted number of idle persons antecedent 
to the increase of the currency He thus took account of a factor which 
Torrens ten years later, as we have seen, completely overlooked 

In the first of his two speeches delivered in Parliament on the report of 
the Bulhon Committee, he contended that the undue issues of the Bank 
had been the result of the fact that it had been compelled to lend at a rate 
not in excess of 5 per cent, “when rather more than five per cent might m 
reality be considered as the more current rate paid by the merchants 
In this same speech he anticipated Irvmg Fisher by pomting out that when 
prices are rismg, the real rate is hkely to be less than the contractual rate 
Among the critics of the real-bills doctrine it was usual to agree with 
Thornton’s contention that the volume of borrowing would depend upon 

■(“Loid King, op nt , pp 21, 23, 25, Foster, op cil , pp 110-12, Ricardo, Reply to Mr 
Bosanquet’s Practical Observations (Essays, pp 118-19), Minor Papers on the Currency 
Question (11)32), ad J U Hollander, pp 51-52, 85, William Blake, Ofijemoiiorw iAs Prm 
ctples Which Regulate the Course of Exchange (1810), in J R McCulloch, Select Tracts on Paper 
Currency and Banking (1857), pp 528-30, Huskisson, op cit , pp 31-34, Edwin Cannan (ed ), 
The Paper Pound of 1797-1821 (the report of the Bullion Committee), pp 46, 50-51 
An Enquiry, pp 235-41, 253-55, 307 

^^Ibtd ,p 335 In the Preface to the reprint of these speeches in i8ii (from which the text 
for the leprmt of 1939 is taken), Thornton stated that, although the speeches were reproduced 
to the best of hia recollection, the order of presentation might have been changed and that a 
few passages had been revised Nevertheless, the order of the argument is, in fact, precisely 
the same as in Hansard’s, and such very few changes in wording as appear relate only to in 
consequential matters (see Hansard, Parliamentary Debates, First Senes, XIX [1811], 895- 
919, and XX [1811], 76-94) 

■<5 An Enquiry, p 336 
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the relation between the bank rate and the rate of profit Blake so held and 
pointed out that the interests of the banker and the merchant are exactly 
suited to brmg about an expansion of the currency Ricardo probably 
agreed also, but not certainly In his Principles and in a letter to the 
Morning Chromcle he stated that if the rate charged by the Bank were be- 
low the rate of profit, there would be no limit to the amount the Bank 
might lend,''® and yet m a speech before the House of Commons in 1819 he 
asserted that "what the directors thought a check, namely, the rate of in- 
terest on money, was no check at all as to the amount of issues, as Adam 
Smith, Mr Hume, and others had satisfactorily proved These state- 
ments seem to be contradictory, and yet they may not be It will be re- 
called that the real-bills proponents contended that the payment of in- 
terest, without regard, however, to the level of the rate, would cause notes 
not needed to be returned to the banks, and it is possible that it was this 
contention to which Ricardo was objectmg In support of this interpre- 
tation it wiU be noted that Ricardo attributed the doctrine of control by 
means of the rate to the directors, whereas before 1819 there is no evidence 
that they looked upon the rate as significant in any other sense than that 
m which It was held to be by the defenders of the real-bills doctrine, with 
which the directors apparently tended to agree Moreover, in this speech 
he referred only to the rate of interest, without stipulatmg its relationship 
to the rate of profit, which is precisely the kmd of statement made by 
those whose ideas I am suggestmg he may have been cripcizing 

Blake, 0/1 at (McCxilloch, Select Tracis, p 526) 

« Principles of Political Economy ani Taxation (3d ed , i8zi), Conner ed , p ^52, Minor 
Papers on the Currency Question, p 85 

Hansard, op at , XL (1819), 744 

u Vmer thinks that “here once more Ricardo was applying long run considerations to a 
short run problem” (op at , p 150, see also Arthur W Marget, The Theory of Prices, I [1938], 
174-70) 

A defense of the rate as a controlhng factor may be found also m the following works 
Francis Homer, review of Thornton’s boot, in Edinburgh Reoiem, I (1802), 193, and his speech 
m the House of Commons (Hansard, op cit , XIX [i8ir], 819), Lord Kmg, op at , p 22, 
Foster, op at ,p 113, the Earl of Lauderdale, Thoughts on the Alarming State of the Circula- 
tion (1805), pp 22-24, T R Malthus, a review of works by Mushet, Ricardo, Blake, Hus- 
kiason, and Bosanquet, m Edinburgh Remew, XVII (r8ii), 359, Carman (ed ) op at ,p 31, 
Dugald Stewart, Lectures on Political Economy, ed Sir William Hamilton (1877), I, 443, 447, 
John Prmce Smith, op at , p 182 

In one respect Malthus’ position was at least similar to that of the real-bills proponents 
(his rehance on the rate was only imphcit), although m his later years, at any rate, he clearly 
should not be classified with that group He held that an mcreased issue of notes might be m 
response to higher prices of partacular commodities of which there was a scarcity (see his An 
Inveshgation of the Cause of the Present Eigh Price of Provisions [1800], p 24, AnEssay on the 
Principle of Population [3d ed , 1806], H, 161-64) Henry Parnell quoted Malthus with ap- 
proval (Obsenahons upon the State of Currency in Ireland [1804], pp 42-46) 
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Thornton was greatly concerned with the policy that should be pur- 
sued by the Bank of England, which to him meant primarily, but by no 
means exclusively, the policy that should be followed dur ing a dram of 
cash He mam tamed that the position of the Bank was different from that 
of the country banker, inasmuch as the latter could rely upon the Bank 
for a supply of cash and could also assume that any restrictive policy m- 
augurated by himself would be of minor significance to the general pubhc, 
whereas the Bank had to rely upon itself for cash and must assume that 
any action m regard to its loans would be a matter of major importance 
to the whole economy 

He distinguished three causes of a diain upon the Bank (i) an alarm, 
which would give rise to what later writers termed an “mtemal dram”, 
(2) an unfavorable balance of trade not caused by a too great emission of 
(convertible) paper money, and (3) an unfavorable balance of trade that 
was brought about by an overissue of convertible paper However, the dis- 
cussion of these three cases is not quite so sharply differentiated as this 
statement would indicate His conclusion in the case of an internal dram 
was that the volume of notes should be temporarily expanded rather than 
contracted, and he criticized the Bank for its failure to increase the volume 
of its notes in the crisis of 1793 and for a too great contraction m 1797 
He conceded that some decrease in the volume of notes would be helpful 
m bringing about an import of gold and therefore would be appropriate 
in either the second or the third case, but he held that a very great or a 
sudden reduction might produce such a “revulsion” m trade as to defeat 
its own purpose 

4* An Enqmry, p 123 It was the usual position of the bulhonists, Wheatley excepted, that 
the Bank of England could control the country banks by way of their reserves This was con- 
sistent with their general position to the efiect that convertibihty alone was a sufficient regu- 
lation of a bank-note currency 

■IS Ibid , chaps iv, v, and vru, see esp the footnote on p 150 

s^Ibtd ,pp 1 28, 2 so, 334 While Ricardo asserted that complete protection agamst panics 
IS impossible, he nevertheless held that a more hberal pohcy on the part of the Bank m 1797, 
m the sense of attempting to mamtain payments, would probably have been successful m 
avoiding the Restriction {Proposals [Erroyi, p 170, but also pp r6o-6i]) Wheatley also as 
serted that an expansion of its issues by the Bank in 1797 had been called for {op nt , pp 
216-18) 

S' An Enquiry, pp 122, 152, 226 In this connection Thornton pomted out, m an excellent 
statement, the manner in which falhng prices operate to reduce output ‘Tt is true, that if we 
could suppose the diminution of bank paper to produce permanently a dimmution m the value 
of all articles whatsoever, and a diminution, as it would then be fair that it should do, in the 
rate of wages also, the encouragement to future manufactures would be the same, though there 
would be a loss on the stock m hand The tendency, however, of a very great and sudden re- 
duction of the accustomed number of bank notes, is to create an unusual and temporary dis 
tress, and a fall of price ansmg from that distress But a fall ansmg from temporary distress, 
will be attended probably with no correspondent fall in the rate of wages, for the fall of price. 
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WEile Thornton, like all the bulhonists, held that the exchanges (oi the 
price of gold) was the appropriate criterion for the Bank to follow, wheth- 
er or not Its notes were convertible, he nevertheless was opposed to reduc- 
tions in the volume of notes in consequence of external drains, because of 
the eSect on output, so precisely corresponding in time or amount to the 
outflow of gold as was later demanded by the writers of the currency 
school His final summing-up of the proper policy for the Bank of Eng- 
land to follow IS so judicious a statement of the problem as is seldom to be 
found It runs as foUqws 

To limit the total amount of paper issued, and to resort for this purpose, whenever 
the temptation to borrow is strong, to some effectual principle of restriction , in no case, 
however, materially to dimmish the sum m circulation, but to let it vibrate only within 
certain limits, to afford a slow and cautious extension of it, as the general trade of the 
kmgdom enlarges itself, to allow of some special, though temporary, encrease in the 
event of any extraordmary alarm or difficulty, as the best means of preventing a gieat 
demand at home for guineas, and to lean to the side of diminution, in the case of gold 
going abroad, and of the general exchanges continuing long unfavourable, this seems 
to be the true policy of the directors of an institution circumstanced like that of the 
Bank of England To suffer either the solicitations of meichaiits, or the wishes of 
government, to determine the measure of the bank issues, is unquestionably to adopt 
a veiy false prmciple of conduct si 

There was a not inconsiderable body of opinion favorable to monetary 
stability in some foim, although the foregomg statement by Thornton 
that the Bank of England should allow a slow extension of its issues as the 
volume of trade expanded was the closest approach to a suggestion that 
long-run stabilization might be attained by means of central bank action 
exclusively However, even Thornton’s interest was primarily in short-run 
stability, and Ricardo’s apparently was almost exclusively so directed 
Horner, Robert Mushet, and others thought a constant price level desirable 
but suggested no means by which it might be achieved Wheatley urged 

and the distress, will be understood to be temporary, and the rate of wages, we know, is not 
so vanable as the price of goods There is reason, therefore, to fear that the unnatural and 
extraordinary low price ansmg from the sort of distress of which we now speak, would occasion 
much discouragement of the fabrication of manufactures” (iJid ,pp 118-19) Thomas Attwood 
made statements that were nearly as good {^Prosperity Restored, pp 38-39, 78-79) 

This fact 13 very well mdicated m the following quotation “For this reason, it may be 
the true pohcy and duty of the bank to permit, for a time, and to a certain extent, the con- 
tinuance of that unfavourable exchange, which causes gold to leave the country, and to be 
drawn out of its own coffers and it must, in that case, necessarily encrease its loans to the 
same extent to which its gold is diminished The bank, however, ought generally to be provided 
with a fund of gold so ample, as to enable it to pursue this hue of conduct, with safety to itself, 
through the period of an unfavourable balance, a penod, the duration of which may, to a 
certam degree, he estimated, though disappomtment m a second harvest may cause much error 
in the calculation” {An Enquiry, pp 152-53) 

II Ibid , p 259 



THE PERIOD OF THE RESTRICTION 


57 


that the volume of bank notes be fixed m amount, that thereafter it be 
increased at long intervals as the volume of output rose, and then only by 
sanction of Parliament Thomas Attwood would have supplanted bank 
notes with inconvertible government notes, m the hope that by so doing 
the value of money could be stabihzed John Hampden would have varied 
the volume of bank notes outstanding accordmg to the price of gold John 
Rooke would have stabihzed wage rates of farm labor by means of varia- 
tions in the volume of Bank notes and in the price of gold Charles R 
Prinsep thought it desirable that the quantity of money be kept constant 
Ricardo’s opinion will be noted below 

Thornton had httle to say on the problem of elasticity Before the Lords 
committee of 1797 he stated that before “each instalment on a government 
loan” there would always be occasion for increasing the volume of bank 
notes From the foregoing quotation on central bank policy it is evident 
that he would have had the bank provide for some degree of variation m 
Its issues as circumstances might seem to warrant, and he emphatically in- 
sisted upon the desirability of expanding the issues of the Bank of England 
at a time of internal dram He did not suggest, however, that there is any 
automatic means by which provision can be made for elasticity 

Ricardo contended that the “demand” for currency is contmuaUy 
fluctuatmg because of variations m the volume of commerce and of the de- 
gree of confidence and credit He also thought that the strmgency m the 
money market caused by the quarterly pa)Tnent of the dividend on the 
public debt resulted in a considerable mconvemence to the mercantile 
community However, at vanous times he made statements relevant to 
this question which, if ngorously mterpreted, are not wholly consistent 
He believed it to be an advantage of a (convertiblej paper currency that, 
by “judicious management of the quantity,” uniformity m value could 
be promoted, although variations due to changes m the value of the 
(metal) standard itself could not be avoided Particularly he noted that 
paper money can be increased m times of “want of confidence” without 
occasioning any variation in the value of the currency 

S'* Horner, review of Lord King, o/> cit JJeweai, II, 404), Mushet, cU ,pp 31, 

62, Wheatley, An Essay on the Theory of Money and Principles of Commerce, II (1822), 120-23, 
135-36) T Attwood, Prosperity Restored, pp 62, 136, John Hampden, The Theory of Money 
(1817), p 23, John Rooke, An Inquiry into the Principles of National Wealth (1824), pp 214- 
22, 226-27, 462, Charles R Pnnsep, An Essay on Money (1818), pp 138-42, see also Viner, 
op cit , pp 209-14 

“ An Enquiry, p 302 

5“ Ricardo, Reply to Mr Bosanqnet’s Practical Observations {Essays, p 143) 

57 Proposals {Essays, pp 158, 160-61, i7S) 
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The view that “judicious management” was necessary, as well as Ri- 
cardo’s criticism of the real-bills doctrine, meant, in effect, that he denied 
the possibility of obtaining the desired degree of elasticity in any auto- 
matic manner , and yet he also denied that the currency might be regulated 
“by Its relation, not to one, but to the mass of commodities ” The prices 
of commodities vary m different degrees, even in opposite directions, and 
hence “such a test would be of no use whatever ” He would have had the 
currency regulated in accoidance with the price of bulhon or the foreign 
exchanges, and yet the imphcations of his discussion are consistently to 
the effect that a conveitible paper currency may, in fact, vary consider- 
ably m amount with a given reserve and an unvarymg price of bullion s® 
Hence the price of bulhon could be used only to discovei undesirable varia- 
tions that went to extreme limits Moreover, the contexts of his discussions 
of uniformity of the value of money indicate that, in fact, he had in mind 
the purchasing-power of money He therefore denied that automatic varia- 
tions in the quantity of notes, of any desirable sort, weie possible He 
would have had some degree of discretionary management but would 
have denied to the managmg authonty any criterion of control that would 
be of any significance in indicating the need for short-term variations in 
the quantity of money 

Probably the answer to these criticisms is that all Ricardo hoped to ac- 
comphsh was an avoidance of undue downward movements in prices at 
times of strigency m the money market, and he undoubtedly would have 
said that such periods could be recognized easily without the aid of any 
precise rule or guide In other words, he probably would have claimed 
merely that the price of bulhon was a necessary but not a sufficient criteri- 
on to be followed m periods of monetary pressure, although he made no 
statement to this effect so far as I am aware 

Thomas Attwood and John Wheatley were much less charitably in- 
clmed toward the banks than were Thornton and Ricardo and, for that 
matter, most of the writers of the period, although Attwood was himself 
a banker Wheatley charged that the country bankers varied their issues 
against a given amount of reserves, undesirably decreasing them when the 
banks were subject to suspicion and unduly inci easing them during a pen- 
od of security Attwood complained that “caprice or alarm in the direc- 
tors of the Bank of England, or erroneous or speculative views on their 

s* Ibid , pp 162, 166, 168-69, High Price of Bulhon {Essays, pp 19, 21) 

59 Lord King was m general agreement with Thornton and Ricardo on this question, in 
that he thought elasticity desirable but did not beheve it could be provided by means of 
banking operations m accordance with the real-biUa doctrine {op ct ( , pp ig-20) 

Wheatley, Remarks an Currency and Commerce, pp 210, 219-20 
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part,” might cause unfortunate effects on the circulating medium, and he 
criticized the country bankers in a similar manner, although he thought 
them less responsible than the Banlv of England He asserted that the 
“circulating medium of the country ought not to be dependent upon dis- 
count,” and he would have substituted for the existing currency inconvert- 
ible notes issued by the government 
What Thornton had to say on the subject of liquidity was an integral 
pait of his discussion of the use of bills, commercial and exchequer, as part 
of the ciiculating medium, and this is as it should be The term “secondary 
reserve,” which has been applied to liquid earning assets, should itself 
serve as a warning against any attempt to rule them out as money, or at 
any rate as near-money Before the committees of 1797 Thornton dis- 
cussed at some length what he conceived to be the essential difference be- 
tween the country banks and the Bank of England, which, he asserted, 
was the fact that the foimei could rely upon the Bank for supphes of addi- 
tional cash in case of need, whereas the Bank itself had no comparable 
source upon which it could depend If the country banker provided him- 
self with assets that were readily convertible mto Bank of England notes, 
he might then “consider himself as secure of havmg as many gumeas as his 
occasions may require 

Perhaps the most cogent statement made by Thornton on this question 
is to be found in the second of his two speeches on the report of the Bullion 
Committee It luns as follows 

The banker suffered a loss of interest proportionate to the amount of Bank paper in 
his possession for which, therefore, he would be disposed to substitute a paper from 
which no such disadvantage accrued Exchequer bills furmshed one provision of this 
sort They yielded interest to the banker, and yet were convertible by a very short and 
sure process into bank notes Bank paper, therefore, was by no means the perfection 
of the system, it was not his “last and best supply The last and best supply had 
been furnished from the Bank of the Right Hon the Chancellor of the Exchequer, who 
well knew to what an extent his issues of this kind had been recently earned Bills of 
exchange also, and othei articles of a smiilar nature, served exceedmgly to spare the 
use of notes, and a variety of devices was resorted to for the same purpose ‘s 

It should be noted that m the foregomg statement there is no suggestion 
whatever that the banks should restrict their discounts to mercantile bills 
It was Thornton’s belief that the country bankers should carry a larger 
Prosperity Restored, pp 126-29 Enquiry, p 294 

“3 Thornton is here referring to the holding of Bank of England notes as reserves by the 
country banker 

That IS, Bank of England notes were not the “last and best supply” of cash, or its equiva- 
lent, for the country banker 
‘3 An Enquiry, p 359 



6o A HISTORY OF BANKING THEORY 

volume of liquid earning assets than they had carried m the past and that, 
if they did so, they would “have m their own hands a greater power of 
checking the progress of an alaim ” Moreover, he believed that the mer- 
chants also should carry a larger amount of bills, inasmuch as it would be a 
less expensive method than the holding of cash for providing against con- 
tingencies One may question his advice to the bankers and merchants on 
grounds of public policy, for a larger volume of short-term assets would 
lender the whole econom}'’ less stable, but this cnticism does not detract 
from his understanding of the current use of liquid assets for the purposes 
he suggested 

There was general agreement to the effect that the earning assets of 
the banks should be restricted to those of short term Few waters expressed 
themselves explicitly as to the relative fnerits of commercial and exchequer 
bills from the viewpoint of liquidity, but it is probably true that the de- 
fenders of the real-bills doctrine were inclmed to beheved that commercial 
biUs would be preferable, while their critics tended to look with equal favoi 
upon the two kinds of bills Samuel Thornton admitted that exchequer 
bills were under the “control” of the Bank, “but not equally so with com- 
mercial discounts, which revert every two months Walter Boyd thought 
that, as between commercial and exchequer biUs, that one would be pref- 
erable which promised the “greatest certainty and quickness of repay- 
ment”, but he did not express an opinion as to which type of bill would, 
in fact, afford this greater assurance of speedy payment Vincent Stuckey, 
Thomas Smith, and George Chahners objected to mortgage loans, al- 
though Smith would have permitted such loans to the extent of the capital 
of the bank Huskisson asserted that the holdmg of bills of short term 
was a “prudent banking precaution J P Smith, like Ricardo, held that 
if the Bank’s assets were limited to bills of sixty days’ maturity it could 
force the retirement of aE of its outstandmg credit withm sixty days and 
thereby mamtam its solvency without paymg out cash, but, unhke Ri- 
cardo, he noted that this procedure might cause msolvency for the debtors 
of the Bank 

Ibtd , pp 93, i88 *1 Report of the Lords committee of 1819, p 75 

Reports from Covwnttees of the House of Commons (reprint of 1803 of the Report of the 
committee of 1797), XI, 139 

Thomas Smith, op ctt , pp ga, 98-99, Stuckey’s evidence before the Bulhon Committee 
(the privately published repnnt of 1810, pp an), George Chalmers, Considerations on Com- 
merce, Bulhon and Coin, Circulation and Exchanges (1811), p 186 
7 “ Op at , pp 33-34 

Op at , pp 148-49, 186, for Ricardo’s statement, see above, p 52, n 39, for a similar 
opmion see Anonymous, The Theory of Money (1811), p 60 



CHAPTER V 

EARLY AMERICAN WRITERS^ 


T he Bank of North America, chartered m 1781, was the first in- 
stitution in the United States to receive deposits, make loans, and 
issue notes During the Colonial era there had been numerous 
issues of paper money, both by the Colonial governments and by incor- 
porated “banks”, but the latter did not receive deposits, and their notes 
weie issued almost entirely in the process of makmg loans on the security 
of real estate In 1784 the banks of Massachusetts and New York were es- 
tabhshed From 1790 to 1820 the growth of banking is indicated by 
Table a 

TABLE 2* 


Number or Banks m the United States 


Year No of Banks Year No of Banks 

1790 3 181S 208 

1800 28 1816 246 

1811 88 1820 307 


* SoiiTce Davis R "Dvftty.rtiuiiKial Etstory of iheXJntUd States ^ I024),pp 137 
154 Dewey apparently has taken the estimates for iSix and thereafter from Albert Gallatiri, 
Considerations on the Currency and Banking SysUm of the United States (1831) pp 101-3 The 
figures for i8td are not given by Dewey 


Bank notes rapidly increased m volume and became the chief circulat- 
ing medium during the years from 1800 to 1815 Specie payments were 
suspended in 1814, and, although they weie resumed m 1817, the resump- 
tion was only temporary The Second United States Bank was lax m at- 
tempting to maintain specie payments on the part of the state banks dur- 
mg the first two years of its existence, and itself issued an unduly large vol- 
ume of notes The bank consequently found itself in a position in which 
it seemed desirable to contract its loans, which it did in 1818 Whether or 
not as a consequence of this contraction, the most severe depression the 
country had known developed m that year, and continued through 1819 
Following this depression and the several years of suspension of specie 
payments, more attention was given by the legislatures and by mterested 
persons generally to the subject of the control of bankmg The success of 

' A good study of Amencan banking theones before the Civil War is Harry E MiUer’s 
Banktng Theones ^n the Umted States before i860 (1927) There are incidental and infrequent 
references to matters that are pertment m Arthur W Marget’s The Theory of Prices, Vol I 
(1938) 
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the states m this direction was not marked, but the greater attention 
given to the problem makes the year 1820 a convenient date at which to 
end the first peiiod of the discussion of problems of banking in the United 
States 

This first period m the United States in some ways corresponds bettei 
with the second period in Great Britain- — from 1750 to 1797 — than with 
the first There was the same very rapid increase in the numbei of banks, 
there were banking crises in both countries, and the writers in each case 
had the benefit of some preceding discussion of banking However, Ameri- 
can writers seem not to have profited so much fiom English publications 
as one might have expected There are references to Hume, Steuart, Smith, 
and a very few other English wiiters, but theie is not much evidence that 
English writers of the period of the Restriction had any great degree of in- 
fluence on their contemporary Americans Thornton’s Enquiry was pub- 
lished in the United States m 1807, but I have found few references to it, 
and It IS therefoie problematical how much influence it had on American 
thought However, there was one German- American, Eiick Bollman, who 
was quite familiar with the contempoiary British literatuie 

An early statement by Benjamin Franklin is the first notice of commer- 
cial bankmg containing any theoietical implications that I have found 
among American writers In 1729 he described some of the European 
banks and remarked that “the runnmg cash of tlie nation is, as it were, 
doubled” by these institutions However, he was at that time urging the 
estabhshment of loan ofidces to issue notes on the security of land and, in 
this connection, took notice of the possibility that a low rate of inteiest, 
which he seemed to desire, might mduce men to borrow more than the 
trade of the country required Such a development he thought inconceiv- 
able He doubted, in the first place, whether men would be so foolish as to 
borrow more than the value of the land mortgaged to the lender and, sec- 
ond, if, indeed, moie notes did get into circulation than were needed, the 
surplus would be brought in through the redemption of their land by the 
borrowers ’ In 1781, however, he stated that if the quantity of paper mon- 
ey became excessive, it would depreciate ’ Franklin also cited an instance 
of sound mterest-bearmg securities havmg been substituted for cash in 
“cash” balances, although he made no general statement on this subject 

A Modest Inquiry into the Nature, and Necessity of a Paper Currency (1729) {The Works 
of Benyamin Franklin, ed Jared Sparks [1840], II, 267, 273-74) 

3 Works, n, 422 

^ Autobiography {"Mad.em'hihraxy" ed [1932]), p 144 I am indebted to Mr Louia Hough 
for this reference 



EARLY AMERICAN WRITERS 63 

General discussion of commercial bankmg began in 1785 In addition to 
its charter from the Continental Congress, the Bank of North America ob- 
tained a charter from Pennsylvania, which was revoked, fortunately for 
historians of banking theory, m the year 1785 This revocation provoked 
a considerable amount of discussion In the legislative debates, Wdiam 
Fmlay and Thomas Fitzsimmons recognized that banks increase the 
quantity of the circulating medium * Thomas Paine and Pelatiah Webster 
were of the same opinion, and they beheved this increase to be desirable, 
the latter going so far as to say a good bank might double or triple the 
quantity of the circulating medium without incurring the “least danger of 
a depreciation 

Gouverneur Morris asserted that the necessity of redemption would 
contiol the amount of notes issued, and Pame implied as much ’ Webster 
alone saw that deposits are usable as a means of pa5mieiit 

The advantage would be still greater, if, mstead of bank-bills, the owner would take 
a lank credit, and draw checks on the bank whenever he needed his money, this would 
enable him to pay any sum exactly, without the trouble of making change, This 
practice is found by experience to be so very convenient, that it is almost universally 
adopted by people who keep their cash in our present bank ' 

After the discussion ehcited by the levocation of the charter of the 
Bank of North America had died down,* there were no statements of sig- 
nificance, except for the Report on a National Bank, by Alexander Hamil- 
ton, until about 1810 Hamilton recognized that the banks can increase 
the amount of a convertible currency, estimatmg that the extent of the 

5 Matthew Carey (ed ), Debates and Proceedings of the General Assembly of Pennsylvania, on 
the Memorials Praying a Repeal or Suspension of the Law Annulling the Charter of the Bank 
(1786), pp 75, 104 Carey reported these debates at considerable length, although he apolo 
gized for omissions wluch were unavoidable because of the fact that he had no command of 
shorthand 

^ Pelatiah Webster, An Essay on Credit in Which the Doctrine of Bonks Is Considered, and 
Some Remarks Are Made on the Present State of the Bank of North America (1786), in Political 
Essays onthe Nature and Operation of Money, Public Finances andOther Subjects (1791), p 436, 
Thomas Paine, Dissertations on Government, the Affairs of the Bank, and Paper Money (1786), 
in the Writings of Thomas Paine, ed Moncure Darnel Conway (1894-1908), 11, 168, see also 
[John Witherspoon], Essay on Money, as a Medium of Commerce, with Remarks, on the Ad 
vantages and Disadvantages of Paper Admitted into General Circulation (1786), pp 43-44, 47 
Witlierspoon saw the possibilit> of a rise of pnces and feared that gold might be driven out of 
the country 

7 Pame, Dissertations on Government {Writings, 11, 184-S6, Gouverneur Nlots&, An Address 
to the Assembly of Pennsylvania, on the Abolition of the Bank of North America, m the Life of 
Gouverneur Morns, with Selections from Eis Correspondence and Miscellaneous Papers, ed 
Jared Sparks (1832), m, 456 

* Op cit , p 434 

» The bank was given a second Pennsylvania charier in 1787 



A HISTORY OF BANKING THEORY 


increase might be from two to three times ” He thought that the danger 
of overissue of a bank-note cuirency, as contrasted with an inconvertible 
governmentally issued paper money, was eliminated both by the fact that 
the banks would have to maintain a specie reserve and by the further sup- 
posed fact that the demand would control the volume of bank notes 
issued Neveitheless, he rather inconsistently uiged that the right of the 
bank to contract debts be lunited to the amount of its capital However, 
he felt that the capital should be large and should be invested partly m 
cash and partly in government debt, in order that there might be an exten- 
sive and adequately secured circulation He apparently beheved that it 
would be desirable, if possible, for the bank to lend on the security of land, 
but he thought such lending not feasible, substantially on the ground that 
real estate loans were not sufficiently liquid Finally, he noted that the pro- 
ceeds of bank loans are frequently taken in the form of a credit, that checks 
are written against such credits, and that the credit continues thus to cir- 
culate until some individual pays off a loan to the amount of the credit ” 
In other statements, not pertment to the present discussion, Hamilton 
was much more naive and crude than the above statements would make 
him appear to be " 

Whether because of the mcreasing importance of banking or because of 
the impendmg expiration of the charter of the Bank of the United States'^ 
or for other reasons is not evident, but at any rate there began in the year 
i8og a stream of pubhcations on the subject of money and banking which 
has been nearly continuous to the present day I shall present the ideas 
of the years 1809-20 topically, with the exception of those of Erick Boll- 
man, who merits mdmdual consideration 

A considerable proportion of the writers of these years explicitly as- 
serted that the banks operate to mcrease the quantity of the circulatmg 
medium Others stated that the banks could issue notes in excess of the 
amount of specie held, and they probably intended thereby to imply that 
the system would increase the total of the currency However, Adam 
Alexander Hamilton, Report on a National Bank (1790), m American Stale Papers 
Finance, 1, 68 

iilhd , pp 68, 70-71, 73, 75 “See Miller, op cit 

^3 In r8o8 the stockholders of the bank petitioned for a renewal of the charter (Shultz 
and Came, Financial Development of the United Slates [1937], p 147) 

'■I Benjamm Davies, The Bank Torpedo, or, Bank Notes Proved To Be a Robbery on the Public, 
and the Real Cause of the Distresses of the Poor (rSro), p 10, Alexander B Johnson, An Inquiry 
into the Nature of Value and of Capital, and into the Operation of Government Loans, Banking 
Institutions, and Private Credit (1813), pp 18, 20, W , “On Banks and Paper Currency,” 
,Analectic Magazine, VI (iSts), 493, Anonymous, “The Paper System,” Niles' Weekly Register 
XTV (Vol II, new ser [1818]), 24a, 273 All these men except Johnson recognized that the m- 
crease m the currency would raise prices 
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Smith, for example, would have conceded the former proposition but de- 
nied the latter, and these men might possibly have agreed with Smith if 
they had been confronted with the problem There was also general recog- 
nition of the fact that a reserve would be needed for a convertible cur- 
rency and that convertibility would constitute a check upon the amount 
that rmght be issued Several writers felt that convertibihty would con- 
stitute an adequate check against overissue ** Others were either not clear 
or were noncommittal on this point Ferris Pell was somewhat more criti- 
cal Whole he denied that convertible notes can be issued permanently m 
excess, he nevertheless charged that the banks are responsible for tempo- 
rary excesses and deficiencies in the supply of currency Excesses are cor- 
rected by means of runs upon the banks but meanwhile produce rising 
prices and an undue excitement in commercial enterprise, while deficien- 
cies cause falling prices and depression 
There were other suggestions of factors that would prevent overissue 
Pell believed that there was no one adequate preventive, but he held that 
the bank he was proposing would be satisfactorily controlled by the com- 
bined mfluence of the following factors convertibility, a large capital, di- 
rectois of an “exalted station,” the jealousies of the state banks, the diffi- 
culty of combmation among the branches of the institution, the diversity 
of interests of the bank, and the provision that failure to redeem its notes 
should subject the corporation to dissolution and make it hable for dam- 
ages He does not make it clear how some of these factors would operate 
to bring about the desired result, but the list, without his reasons, is suffi- 
aent to indicate the lack of rigor in his analysis 
There was no adequate presentation of the real-bills doctrine, but there 
were a very few statements that were definitely from the real-bills pomt of 
view While Loammi Baldwin at one tune stated that convertibihty was 
the only check upon overissue, he elsewhere asserted that a paper currency 
would regulate itself m accordance with the amount of articles bought or 
sold, and Wilham Peter Van Ness thought that the course best calculated 
to limit the amount of bank credit was to avoid discounting accommoda- 
tion paper and to permit no renewals 

's Loammi Baldwin, noughts on the Study of Pohhcal Economy (1809), pp 49, 53-54, W , 
“On Banks and Paper Currency,” of c%t , pp 493. 49S. Anonymous, “The Paper System ” 
op cit , p 273 

[Fem&PeO.], Letter to AlberiGallahn, Esq ontheDoctnne of Gold and Silver, andiheEnlsof 
ike Present Banking System, in Effect and Tendency, by Pubhcola (1815) , pp 33-34 
17 Ibid , pp 79-80 

^'Baldwm,o^ cit ,pp 44, si,[WiammFeterVanNe3s], A ZetlertotheSecretary of the Treas- 
ufyj on the Commerce afid Currency of the United Staies^ hy ArtsUdes (i8ig), p 33 
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There were at least three men prior to 1820 who gave some attention to 
the question of whether or not the rate of mterest charged by the banks 
would adequately limit the volume of bank money The anonymous writer 
already referred to denied that the “mteiest demanded by the banks upon 
their loans will be an adequate check upon boriowers ” Rather, he as- 
serted that the “unprmcipled, the extravagant, and even the sanguine and 
adventurous, will endeavour to borrow all they can obtain 
jAlexander B Johnson was a man in whom can be found occasional 
flashes of msight but also frequently abysmal ignorance He argued that 
if the amount of notes that the banks had the power to create were illim- 
itable, then 

the precise amount they would be called upon to issue, would be the amount for 
which there existed profitable uses That is, uses sufficiently profitable to compensate 
for the mterest paid to the banks Any event that should create a new use for money, 
more profitable than this interest, would be a means of causing the production of these 
representatives [1 e , bank notes] Government loans is a new use of this character, and 
does accordmgly cause their production " 

He defined “capital” as any “article that bears a value in the market ” 
Government bonds, therefore, are capital, and a new issue constitutes an 
additional opening for profitable investment B oilman also had something 
to say on this subject, but his views will be presented shortly 
The beginnings of the discussion of elasticity of note issue are to be 
found m this period Pelatiah Webster had said that one of the advantages 
of a bank was that it could, “on any pubhc emergency, eirni lank-hills 
beyond ike amount of the cash or stock in the bank ” and Hamilton had 
thought that it was an advantage of the banks that they could facilitate 
the exportation of specie, inasmuch as they could supply the place of the 
specie exported They could thus enable the government to pay a foreign 
debt and “to answer any exigencies which the external concerns of the 
community may have produced The anonymous writer of 1815 stated 
that, through the agency of banks of circulation, “the money market is 
easily accommodated to the demands of commerce Van Ness argued 
that the banks should issue notes only on short-term loans If this were 
done, the currency might be 

easily enlarged or diminished, as the state of the country may from tune to time 
require At some periods, the foreign exchange will reduce the currency, and at others 
19 y/ j “Oa Banks and Paper Currency,” op ctt , p 502 
““ Johnson, op ctt , p 62 
^^Op ctt {FoUttcal Essays, p 43s) 

“ Op cil {Amertcan State Papers Ptnance, I, 70) 

W , “On Banks and Paper Currency,” op ctt , p 493 
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require its enlargement If a sudden reduction ongmates from this cause, the paper of 
the bank is presented for redemption, and specie is withdrawn Such an exigency 
cannot be met, if its loans are out on a long credit, unless it has kept on hand a much 
larger specie capital than would otherwise have been necessary 

Apparently, Van Ness thought, contrary to Hamilton, that the currency 
should contract with an outflow of specie and that the banks could with- 
stand the drain of specie only if their loans were short term His argument, 
therefore, is perhaps more a defense of the need for hqmdity than of elas- 
ticity The only statement that clearly foreshadows ideas on seasonal elas- 
ticity IS one that comes from a committee on currency of the New York 
assembly, of winch Isaac Pierson was chairman This report states that 
banks are Inghly beneficial 

in the head maiket towns, m affording temporary loans at particular seasons of the 
year for the purchase of produce, and m the sea-port towns where large capitals are 
vested in shipping engaged m foreign commerce, by enabhng the propiietors, with 
temporary loans, to purchase fresh cargoes and despatch their vessels ’s 

Almost nothing can be foimd on the subject of bank hquidity In addi- 
tion to the foregoing statement by Van Ness, the anonymous writer of 
1815 mentioned the problem He thought that the banks would invest in 
“public stock, or other securities yielding mterest, and easily convertible 
into cash upon an emergency,” but he did not suggest that hquidity would 
depend upon restricting discounts to short-term bills Frankhn had rec- 
ognized that public hoardmg of mterest-bearmg bills used as currency 
would have a detrimental effect on busmess, and Pell referred to domestic 
hoarding as a reason for overissumg notes by the Bank of England prior 
to the suspension of 1797 

There were a few references, expressed or implied, to the subject of the 
appropriate criterion for the behavior of a bank-note currency Most of the 
wnters of this period desired a convertible currency, but some of them de- 
sired more than mere convertibihty Matthew Carey stated that the in- 
crease m commerce justified a proportionate mcrease m discounts, and the 
anonymous writer of 1815 expressed a somewhat sunilar idea Moreover, 
the latter at least would clearly have recognized that such an mcrease m 
currency would tend to stabilize the pnce level, for he mam tamed that an 

Op cit , p 38 

Quoted m [Ferris PeU], A Vindicahon bf the Currency of the Stale of New York, by Pubkcola 

(1818), p s 

W , “On Banks and Paper Currency,” op at , p 492 

Franklin, Works, 11 , 352-53, [Pell], Letter to Albert Gallatin, pp 36-3? 

Matthew Carey, Essays on Banking (1816), pp 24-25, W , “On Banks and Paper Cur- 
rency,” op cit , pp 490, 500-501 
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undue issue of notes would cause the price level to rise Ferns Pell con- 
tended that it was precisely the advantage of a (convertible) paper cur- 
rency, as contrasted with one of specie, that it could be increased with the 
growth of population However, only Bolhnan suggested that it would be 
possible deliberately to control the total volume of circulating medium 
and thereby the price level Other writers were merely indicating what 
they beheved to be desirable, without any suggestion as to how or whethei 
their ideas might be implemented 

Erick Bolhnan was not only the most prolific American writer on bank- 
ing of his tune, but he had a larger numbei — and probably a laiger pro- 
portion — of reasonably sound ideas than any of his American contempo- 
raries He was mferior to such English writers as Thornton and Ricardo , 
and yet he had occasional insights that were m advance of theirs, notably 
on the subject of deposits and the manner m which a system composed of 
many banks would contract the currency He was familiar with the writ- 
mgs of both of these men and apparently with much of the remainder of 
the British hterature on banking 

It was recognized by Bolhnan that the banks mcrease the quantity of 
the circulatmg medium and that deposits as well as notes are to be in- 
cluded within the total Moreover, he also saw, as had Hamilton, that 
deposits may be created by means of loans as well as by deposits 
of cash, and generally he gave the impression that he held the deposits 
to be much more significant than notes Reserve requirements, he 
thought, constituted a check, although an madequate one, upon the 
amount of bank credit (notes plus deposits) created The least amount 
of reserve comportable with safety he beheved depended upon circum- 
stances, and therefore a demand for redemption might result from a 
change in circumstances, as well as from an increase m the volume of bank 
credit However, it would be unprofitable for a bank to permit to he idle 
any means that could be spared 
Letter to Albert Gallahn, pp 17, 26-27 

3° B oilman was German born but spent some twenty years m the United States and a short 
time m France and England 

3 ^Enck BoUman, Paragraphs on Banks (1810), pp 15-21, “Outhnes of a Plan for the 
Regulatmg of the Circulatmg Medium of the United States,” American Review of History and 
Politics, ni (1S12), 290 Miller hsts a second edition of the Paragraphs on Banks, pubhshed in 
1 81 1 This I have not seen 

[Enck Bolhnan], “A Letter to Aleicander Banng, Esq , on the Present State of the Cur 
rency of Great Bntain,” American Review of History and Politics, U (i 8 ir), 253-54, 274, 290 

33 "We might just as well, it appears to me, look into the vaults of a bank for a collection 
of cabmet pieces of precious mmerals, as look there for more gold and silver than what their 
trade requires” {Paragraphs on Banks, p 36) 
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In later years Bollman attacked Ricardo’s plan for bullion redemption, 
;harging that such a system would ehimnate any domestic demand for 
;old, and hence this restraint on overissue would be absent, and the check 
:esultmg from an unfavorable exchange would act only belatedly More- 
over, such steadiness in value as gold had, he thought, came largely from 
ts use as money, and, if gold were used m the monetary system only in 
;he form of a bullion reserve, the chief reason for its stabihty m value 
vould disappear Consequently, it would be even less fit than it then was 
;o serve as the standard 

Bollman preferred an independent monetary system m which the cir- 
mlating medium consisted of inconvertible bank credit, although he rec- 
ognized that the result would be fluctuating exchange rates By means of 
such a currency he believed that the general level of prices might be stabi- 
lized, and this accomplishment would result, he held, both in justice to 
debtors and creditors and in the possibihty of definite calculations by 
businessmen, with the consequence of greater stability in business condi- 
tions He emphasized the point that the actual level of prices is immatenal, 
that it IS the steadiness of general prices that is of importance His very 
good statement on this question runs as follows 

Since, however, prosperity in our state of civilization and trade depends on indus- 
try, and industry on security in its broadest sense — on security not only of person, of 
property, but also of calculation — it is of the utmost importance that extraordinary 
and general changes of prices, such as arise, not from occasional and natural vanations 
in demand and supply, with regard to one or another commodity, but from a sudden 
and considerable dunmution or mcrease of curculating medium, should be as much as 
possible avoided No change should be suffered which would materially affect the debt- 
ors or creditors of former years, and consequently deter the active men of the day from 
contractmg engagements, or exercising their means This should be attended to, not 
only from principles of justice, but also from motives of convemence and policy , 
because such revolutions in nominal value baffle all rational calculations, impair 
security, destroy industry, and thus undermme the very foundation of national 
power and wealth ^ 

Moie questionable were his contentions that bank notes would never 
be hoarded, which would mean, he held, that mconvertible bank money 
would prevent “transitory alarms” and that such a currency would in- 
sulate, or at least partially exempt, a country from “those distresses of its 
3“! Enck Bollman, A Second Letter to the Honourable Thomas Brand (1819), pp i9-*4 
3s Enck Bollman, A Letter to Thomas Brand, Esq , M P for the County of Hertford, on the 
Practicahbty and Propriety of a Resumption of Specie Payments (1819), p 81 

3« A Second Letter to Brand, pp 19-21 Bollman began one of his arguments for in- 
convertible currency m a most engaging manner “To shew this, lend me once more your un- 
divided attention, and reason with me, most rigorously if you please, but unbiassed by pre- 
possession” (A Letter to Thomas Brand, p 83) 

37 “A Letter to Alexander Barmg,” op at , p 2SS 
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neighbors, which arise from a scarcity and augmented value of the pre- 
cious metals in consequence of long protracted pohtical calamities ”3® He 
conceded that the evils of depreciation were so great that if they were "in- 
separable from mconvertibihty, the alternative might be justly deemed 
perplexing” , but he did not believe that there is any inevitable insepara- 
bility, and to prevent depreciation he would have had the legislature fix 
a maximum amount of (inconvertible) bank notes that might be issued 
Such a provision would be easy of enforcement, he believed, and more cer- 
tam than reliance upon convertibility -t" 

Bollman might be criticized because he would have applied the fore- 
going provisions only to the Bank of England, leaving the country banks 
still to be controlled by the requirement of convertibility, and he did not 
state that he would have included deposits, despite the great emphasis 
that he placed upon them as a means of payment Nevertheless, he would 
have had a partial defense on the question of convertibility as a regulator 
of country-bank issues, for to some extent his objection to a metalhc 
standard was based upon the charge that under some circumstances specie 
rmght leave the coimtry and that this loss of reserves would have detri- 
mental results He therefore could have said that, if country-bank issues 
were redeemable only in inconvertible Bank of England notes, this par- 
ticular bad aspect of convertibility would be removed 
Bollman’s ideas on the hmitation of a bank means of payment demand 
further consideration Miller accused him of adherence to the real-bills 
doctrme, but I think that this charge is not justified If we take all of 
Bollman’s statements that pertain to this question at their face value, they 
include much conflicting evidence, but if we are only slightly charitable 
in our mterpretation, a more consistent point of view can be developed 
At one tune he flatly asserted that banks should discount “only approved 
commercial bills, at a short date” and that it this is done, the amount of bank 
issues wiU be regulated “by the frequency and extent of commercial trans- 
actions ” He contmued as follows 

If bank-money cannot be had, except on the security of approved commeraal 
bills, which the bank discounts, it is obvious that their amount m circulation will al- 

289, “Outlines of a Plan op cif,pp 276-77 

“A. Letter to Alexander Baring,” 0^ cit 2^, A Letter to Thomas Brand, pp 86-90 

■*“ “A bank may for a long time transgress the rules of bankmg, and issue their notes to 
excess, before an unforeseen demand for speae causes the impropriety of then conduct to 
become manifest” (A Letter to Thomas Brand, p 92) 

Mdler, op cit , pp 63, 134, 173 Miller did not make his own position entirely clear, but 
I suspect that it might be better reflected by saymg that he credited Bollman with adherence 
to the real-bills doctrme 
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ays be commensurate with the demands of trade If those who receive them from 
le bank m the first instance, have to pay a consideration for their use— the discount — 
one will be taken, unless their use is worth the consideration If no bills are discounted, 
?cept such as are payable within three, or four months, no bank notes can remam m 
irculation beyond that period, except by renewed issues But these issues depend on 
le application of the borrowers, and their apphcations on the uses for money -1“ 

Let us postpone for a moment further consideration of his ideas as to 
he rate of interest and look at his cnticisms of the real-bills doctrine He 
ontended that if it were possible always to distinguish fictitious from 
eal paper and if only the latter for sixty and nmety days were discounted, 
here still might be issued a quantity of bank notes “much beyond the 
eal wants of the pubhc”, and particularly would this be true “where a re- 
leated transfer of the same property causes a multiplication of real paper, 
vithout a correspondmg multiplication of secunty ”'•’ Agam, he wrote as 
ollows (at the conclusion of a partial defense of the idea that the rate of 
nterest will control the amount of advances) 

Too much stress has been laid by the champions of the opposite opimon on the pre- 
lended uselessness of bank notes, when the circulation is what they term full In dwell- 
ng on this point, they mgeniously, or, I rather thmk, madvertently, take for granted, 
vhat is to be proved, VIZ the undimmished commeraal value of bank paper It 

s obvious however that if things on a subsequent day were to cost as many pounds as 
hey cost shillings before, it would require twenty times as much bank paper to com- 
ilete the same number of transactions The argument, therefore, drawn from the pre- 
ended fulness of circulation, if we already take it for granted that paper has not de- 
preciated, IS useless -'•i 

His ideas on t^e mfluence of the rate of interest require further explana- 
tion At first sight, lus statements on this question seem utterly confused 
and a good deal of confusion there surely is Nevertheless, I beheve that 
the source of the confusion hes m the fact that he was groping for Thorn- 
ton’s idea that when the price level is rising, a higher rate is required if it 
IS to be effective as a preventive of excessive borrowmg, and that, when 
interpreted m this way, a good deal of sense can be made of his analysis 
According to Bollman, the rate of interest would constitute a check, in 
some measure at least, if bank notes were convertible, but if they are not, 
the “hire,” or mterest, of the thmg borrowed wiU be paid m the same form 
(inconvertible bank credit)as the thmg upon which the mterest is paid and 
will not adequately prevent overissue The reason for this supposed fact is 
that mci eased issues reduce the value of the mterest payments as well as 
of the principal “Consequently the discount which they pay, though in 
every other respect similar to hire, yet havmg no independent value of its 

■1“ Plan of an Intproied System of the Money Concerns of the Union (1816), pp 13-14, see 
also Paragraphs on Banks, pp 58-59 

« “A Letter to Alexander Baring,” op cit , p 266 IM , p 271 
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owiij cannot be considered, either as a check on application, or as a test of 
the value of the principal ”‘'s 

It IS impossible so to interpret the above statement as to absolve Boll- 
man of the charge of confusion, and yet the following quotation tends to 
soften the accusation somewhat and to support the idea that he was pn- 
marily trying to present the doctrine that a change m the price level tends 
to cause the “real” rate of interest to be different from the market rate 
If the bank could be induced to double their usual issues, their customers might 
safely agree to pay a discount of ten, fifteen per cent and upwards, because the 
property, in payment for which they would gradually and silently send forth this 
inundation of bank notes, could not fail to unprove, while in their hands, from fifty 
to a hundred per cent , and they would afterwards, in order to consohdate their gams, 
have only to invest them in real estate, or some other imperishable commodity, the 
market value of which, from its not yet having become an object of contention, should 
have deviated little from the old standard The charge, therefore, of an mterest of five 
per cent , nay of an interest much higher, will not restrain apphcations for loans, pro- 
vided they are encouragmgly successful The cupidity for additional supplies of circu- 
lating meium, must increase m proportion to the promptness with which it is gratified 
The more is obtained, the more will be wanted, because the more it will become, to the 
first receivers, advantageous and desirable 

Finally, after having made his suggestion that Parhament put a maxi- 
mum hmit upon the amount of notes that the Bank of England might 
issue, he wrote as follows 

As soon as this has been done, the nominal prices of commodities, as far as they 
depend on the amount of currency m arculation, will gradually become fixed, and the 
check of hire [the rate of interest] will then produce its full effect, and prevent even the 
whole limited quantity of currency from bemg constantly maintained in circulation, 
when, from an altered situation of trade, the whole is no longer wanted ‘•i 

My mterpretation of BoUman’s attitude on regard to the rate of interest 
and the real-bills doctnne is as follows He felt that an uncontrolled issue 
of an mconvertible bank money would surely be overextended and lead 
to rapidly rising prices, that if prices were rising rapidly, such a rate of in- 
terest as was likely to obtam in the market would be inadequate to off- 
set the rise in prices, that, once the possibility of a violently nsing price 
level was eliminated, the rate of mterest would control the amount issued, 
that variations m the amount of business paper that would be offered, at 
the market rate of mterest, would result from vanations in the volume of 
busmess transactions and therefore that a bank currency would be elastic, 
and that limitation of bank loans to the financmg of “real” transactions, 
without regard to the rate of mterest, would not prevent an overextension 
of bank credit Admittedly, this statement does him somewhat more than 
justice, for in the details of his analysis he sometimes became quite con- 
■ts Ihid , pp 267-71 (the quotation is from pp 270-71), Paragraphs on Banks, p 59, Plan 
of an Improved System, pp 13-16 

“A Letter to Alexander Barmg,”o7> c«/,pp 272 ^’'Ilnd,p 290 
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fused, but, nevertheless, it seems to represent substantially his position 
However, even tins statement does not make him immune to criticism If 
my mterpretation is correct, he unconsaously assumed that under condi- 
tions of mconvertibihty, without a stated maximum limit on the amount of 
notes, the price level would always be nsmg, and rising rapidly, without 
considering the possibility that by means of an appropriate rate policy 
the rise of prices could be prevented from ever gettmg under way In any 
case, it IS clear that he was not unduly charmed by the real-biUs doctrine 
Bollman defended an elastic currency from at least two points of view 
(i) that of variations m the volume of transactions'** and (2) that of varia- 
tions in confidence and the propensity to hoard As has already been in- 
dicated, he beheved that this characteristic of the currency could best be 
provided by means of inconvertible bank credit to which there was placed 
a maximum limit Under these circumstances, the variation of busmess 
transactions would cause fluctuations in the amount of busmess paper 
created, and the amount actually borrowed would be appropriately, and 
more precisely, controlled by the rate of interest He avoided the question 
as to whether the currency should be expanded when specie was being ex- 
ported by his argument for an inconvertible currency 

BoUman made a very few statements that may properly be construed as 
criticism of competition m bankmg If there are many banks, so ran his 
argument, each wiU have fewer customers, and also the aggregate of re- 
serves for the system wiU need to be larger than with few banks For both 
of these reasons banks will be less prudent in making loans 
The imminent hquidation of the United States Bank caused Bollman 
to pomt out that the windmg-up of one bank would force other banks m 
the system likewise to contract, for they would lose cash to the bank that 
was being discontinued ** 

It will be recalled that, in Great Britain, Adam Dickson had apparently 
seen the influence of cleanng operations on expansion in 1773, but Thomas 
Jophn first adequately and explicitly stated the result on both expansion 
and contraction 

48 Paragraphs on Banks, p Si, “A Letter to Alexander Baring,” op at , p ago, Plan of an 
Improved System, pp g, 11, 13-14 

49 “Outlines of a Plan,” oT" oU,p aSi, Plan of an Improved System, p g 

8“ Paragraphs on Banks, pp 37-38, 59-60, “Outlmes of a Plan,” op at , p 386 
a Paragraphs on Banks, pp 30-31 Matthew Carey and Wilham Jones made similar 
statements Carey, Desultory Reflections upon the Ruinous Consequences of a Non-renewal of the 
Charter of the Bank of the United Slates {3d ed , 1810), p 12, and Letters to Dr Adam Seyberi 
(2d ed , 1811), pp 45-46, Wilham Jones^ £«Her to the Secretary of the Treasury (November 11, 
1818), American State Papers Finance, HI, 289 Miller states that these men saw the effect 
of clearmg operations on expansion, but I would not more than infer that they probably did 
” See above, p 39, and below, pp 104-6 
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BRITISH OPINION FROM 1821 TO 1860 THE 
CONTROVERSY BETWEEN THE CURREN- 
CY AND THE BANKING SCHOOLS^ 


S OME of the policies of the Bank of England, as well as certain 
events of the period, gave point to and served as occasions for 
much of the literature of the years from 1821. to i860 The monop- 
oly position of the Bank was attacked, and the wisdom of renewing the 
Bank’s charter had to be decided upon Although there was no real mten- 
tion not to renew it, there was a strong desiie to avoid any repetition of 
the suspension of cash payments and the panic and commercial “revul- 
sion” which, it was believed, would inevitably accompany a suspension 
The Restriction of twenty-four years, which ended in 1821, was probably 
responsible m part for this attitude, but there were also near-suspensions 
m 1825 and 1839 which served to strengthen the desire to find a formula 
which would prevent both a future recurrence of a penod of inconvertibil- 
ity and any drastic pressure on the money market 

In 1827 the directors of the Bank reversed their position of 1819 and de- 
clared that they considered it incumbent upon them to be guided by the 
foreign exchanges In 1832, J Horsley Palmer and George Warde Norman 
stated that the Bank had adopted the rule of main taming a fixed quantity 
of “securities,” in order that any changes m the currency should be upon 
the mitiative of the pubhc rather than upon that of the Bank However, 
the Bank did not consistently foUow its own rule, and this fact, coupled 
with the mmor pressure on the money market m 1835-36 and the major 
cnsis of 1839, gave rise to much criticism of, and a number of attempts to 
defend, the Bank The suspensions of Peel’s Act m 1847 and 1857 were ex- 

' The relevant pages for this chapter in Jacob Vmer, Studies m the Theory of International 
Trade (1937), arepp 21S-89 Elmer Wood discusses much of the subject naatter in great detail 
m his English Theories of Central Banking Control, iSig-iSyS (1939) An excellent, and the most 
detailed, study of the mam debate of the period is to be found m Mrs Marion Daugherty’s 
Currency Banking Controversy, a doctoral dissertation m the hbrary of the Umversity of Chi- 
cago Another useful reference is T E Gregory’s Introduction to the reprint (1928) of Thomas 
Tooke and Wilham Newmarch, History of Prices, 1 , 45-120 Of much less value is Francis A 
Walker’s Money (1878), pp 422-78 There are occasional references that are pertinent m 
Arthur W Marget’s The Theory of Prices (1938) For a discussion of the hterature on compe- 
tition m bankmg versus central banking m Great Britain, France, Germany, and the Umted 
States see Vera C Smith, The Rationale of Central Banking (1936) 
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ceedmgly miportant m arousing discussions of banking policy, particularly 
of the merits of the Act itself “ 

To a large extent the differences between the writers of this period and 
the precedmg one are matters of emphasis or of the manner of apphcation 
of theory to problems of policy The classification of wnteis might be the 
same for the two periods, although, because of the fact that the terms 
“currency school” and “bankmg school” came to be applied to the two 
fairly coherent groups that developed m regard to the question of pohcy, 
it will be convenient to use these terms In this and the following chapter 
I propose, therefore, to discuss the views of the so-called currency and 
banking schools and of a very few men who did not definitely ahgn them- 
selves with either of these groups and, finally, to indicate the development, 
quite independently of this groupmg of writers, of some few ideas that are 
of present interest 

The writers of the currency school contended Ci) that the currency 
should vary precisely as would a purely specie circulation and that there 
should be permitted no discretionary departure from such maimer of vari- 
ation whatsoever, (2) that the currency should be convertible, (3) that the 
exchanges were the proper guide m the control of a paper currency, (4) 
that the rate of mterest was a significant factor in detenmnmg the volume 
of bank issues, and (5) that the real-bills doctrme was completely mvahd 
These are the essentials of their position, but the details of their arguments 
sometimes varied from one writer to another, and on some issues there 
was outright disagreement among them 

On very rare occasions writers of the currency school admitted that if 
the banks were unregulated as to note issues they could create and main- 
tain m circulation a quantity of convertible bank notes in excess of the 
amount of specie that would have circulated had there been no bank 
notes 3 Nevertheless, their usual attitude was to the effect that, on the 
average or in the long run, the volume of currency would be the same in 
the two cases In respect, therefore, to the influence of the banks on the 
quantity of money, they tended to agree with Adam Smith rather than 
with the bulhonists Theu complaint agamst the bankmg system was that 
the preventive of overexpansion provided by an export of speae acted 
only tardily and that, consequently, there occurred temporary mcreases 

“ For brief statements of tke more sigmficant facts of the period see Vmer, op cit , and 
T E Gregory’s Introduction to his Select Statutes, Documents, and Reports Relating to British 
Banking, 1832-1^28 (1939) A E Feavearyear’s The Pound Sterling (1931) is also valuable 
for this purpose 

3 Great Bntam, Parliament, House of Commons, Report from the Select Committee on Bank 
Acts (1857), the evidence of George Warde Norman, pp 297, 319 
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m the currency which could not be maintained and which, therefore, had 
disastrous results The two following statements reveal their point of view 
clearly 

The necessary consequence of making bank-notes convertible, is to keep the amount 
of them upon the average nearly the same as would be that of the com they represent, 
supposing that they did not exist All the deviation that can arise from mismanagement 
wdl be that when the currency is at a maximum they wdl stand rather higher, when at 
a minimum rather lower, than a purely metallic currency would do, and that their in- 
crease and decrease will be less regular, in other words, that the oscillations m the cir- 
culation will be more violent and less immediately dependent upon the exchanges, 
which must, however, ultimately regulate them -i 

No advocate of the metallic prmciple ever contended that the power of issuing con- 
vertible paper can give to the currency a permanent expansion greater than that which 
It would possess were it purely metallic ^^at they contend for is, that when the Bank 
fails to keep its issues upon securities at a uniform amount, it produces a temporary 
excess in the circulation, requirmg that bulhon should be withdrawn from its coffers 
for exportation s 

Norman therefore contended that the currency was perversely elastic, 
that it tended “to increase and decrease precisely at those periods when 
it ought naturally to decrease and mcrease 

The chief difference between the currency school and the bullionists 
seems to have been that, whereas the former insisted that the volume of 
hank notes should be contracted immediately upon the beginning of an 
outflow of gold and to a precisely correspondmg extent, the bullionists 
held, in the first place, that the exchanges would ultimately control with 
sufl&cient precision without deliberate action on the part of the Bank and, 
in the second place, that a precise correspondence between the time and 
amovmt of gold movements and changes in the volume of bank notes was 
not desirable In fact, as we have seen, Thornton m particular was actually 
opposed to such exact changes m the volume of notes 

To put the case differently, the bulhonists beheved that convertibihty 
would sufficiently control, except that Ricardo — and probably Thornton 
George Warde Norman, Letter to Charles Wood (1841), pp 24-25 

s Robert Torrens, Reply to the Objections of the Westminster Renew to the Government Plan 
for the Regulation of the Currency (1844), P 7 According to Vmer’s mterpretation, Torrens 
believed that an outflow of gold would follow immediately upon an expansion of note issues, 
whereas the other writers of the currency school thought m terms of a lag of the export of gold 
behmd the mcrease of issues In discussmg this matter, Torrens used such phrases as “brief 
mterval,” “speedily," “bnef penod of transition,” “sooner or later” {The Principles and Prac- 
tical Operation of Sir Robert Peel's Act of 1844 Explained and Defended Isded , 1858], pp 43-44, 
47) On another occasion he stated that under the existmg system of banking “the circula- 
tion may deviate, for protracted periods, from the par of exchange equihbrium” {Reply to the 
Objections of the Westminster Review, p 33) I am doubtful that Torrens thought m terms of a 
lag significantly shorter than that assumed by the other wnters (see Vmer, op cit 236) 

^ ^ Norman, op cit , pp 30-31 
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also — favored some (minor?) degree of discretionary management, where- 
as the currency school desired some very definite arrangement whereby 
the quantity of bank notes would of necessity move precisely in accord- 
ance with the exchanges The writers of the currency school exphcitly and 
strongly opposed any discretionary management of the currency Norman 
argued that it was not possible to determine the cause of a dram of gold or 
the extent to which it would go and that therefore to supply notes in place 
of gold exported might lead either to inconvertibihty or to an ultimate 
violent contraction in order to avoid inconvertibility He summed up his 
argument m the followmg words “In short, I utterly dissent from any 
scheme of makmg our mixed currency work with advantage under any 
system of artificial management Samuel Jones Loyd partially approved 
of the Rule of 1832 because it substituted a “fixed and definite rule” for 
the “arbitrary discretion” under which the Bank had formerly been gov- 
erned * 

The argument of the currency school turned upon the assumption of a 
lag between a change in the amount of bank notes outstanding and the con- 
sequent change in prices and m the exchange rates, but if there were such 
a lag, it would mean that the exchanges would not immediately reflect 
the need for a corrective change in the quantity of notes This dilemma the 
writers of the currency school did not see, although it was recognized by 
Sir John William Lubbock ’ 

On the subject of deposits, there was difference of opmion and frequent 
inconsistency and confusion among the writers of the currency school 
There are two possible sources of error m the consideration of this prob- 
lem (i) there is the question as to whether deposits mfluence the pnce 
level to a significant extent, and (2) there is the manner m which they are 
created, or the distinction between primary and derivative deposits 
Where there was confusion, it frequently extended to both of these ques- 
tions 

On this subject Norman’s statements were most numerous In 1838 he 
seemed to take it for granted that deposits were not to be considered as a 
part of the circulating medium, he referred to them as balances “left im- 
employed by the pubhc,” and he thought that if the Bank of England 
were separated mto two departments, the banking department could be 
left to be managed at the discretion of the directors for the purpose of 

’’ Report of committee of 1857, p 317 

® Great Bntam, Parliament, House of Commons, Report from the Select Committee on Banks 
of Issue (1840), p 236 

» See below, p 103 
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maximizing the profits of the Bank ™ At the hearings before the committee 
of 1840, Charles Wood asked him whether an mcrease in securities would 
cause an increase in deposits or whether the increase m securities would 
itself be the result of a previous increase m deposits, and Norman an- 
swered that, of course, he conceived “always that the deposits must come 
before the securities ” He denied that the Bank of England had any con- 
trol over the volume of its deposits, and he stated that if the Bank did not 
increase its securities when its deposits increased, it would cause a contrac- 
tion of the currency of the country Clearly, he meant by this latter state- 
ment that the deposits would have been created by placmg currency m the 
bank and that thus the volume of hand-to-hand currency, and hence of 
circulating medium, would have been reduced 

He specifically denied that deposits are money, and yet he conceded 
that they economized currency and possessed the qualities of money in a 
very low degree He argued that one could not make purchases readily 
with deposits, although he did concede that, if one held deposits, one could 
then get on with less cash, but clearly he faded to recognize the importance 
of this fact ” However, a httle more than two weeks later, before the same 
committee, he stated that deposits might be created by discountmg bills, 
that they had some, but very httle, effect on prices and the exchanges , and 
that a deposit of a given amount afforded means of purchasing to the same 
extent as notes of a like amount, although he thought that not all deposi- 
tors could at the same time use their deposits as a means of payment, 
whereas noteholders could so use their notes He thought this latter (sup- 
posed) distmction was very significant and precluded the possibihty of the 
deposits’ being considered money ” 

In answer to Norman it should be said, m the first place, that any dis- 
cussion of what money is, merely on the basis of such distmchons as the 
above and others of the sort made by writers of this period, is largely ster- 
ile Any writer has the privilege of defining money as he will, if he there- 
after uses the term consistently The essential issue is whether a given m- 
strument has a sufficient degree of hquidity to cause it to be used m the 
contmgency reserves of the community , and if it has, it performs the func- 
tions of money regardless of what it may be called In the next place, de- 
positors m practice would find it quite possible to use their deposits with 
such a degree of freedom as to influence the price level, even though the 
distinction which he makes between notes and deposits were soimd In the 

George Warde Norman, Remarks upon Some Prevalent Errors, mth Respect to Currency 
and Banking (1838), pp 29-30, 100 

” Report of committee of 1840, pp 142-43 « Ihid , pp 199, 204, 206 
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third place, his distinction is not sound If all depositors simultaneously 
drew checks on their deposits, these checks would substantially cancel out 
at the clearing house, in so far as they were not redeposited m the drawee 
bank The only possible difficulty of this general sort would arise if aU the 
depositors of only one bank checked out their deposits at the same time 

At a third appearance of Norman before the committee, Joseph Hume 
assumed that additional deposits had been created by means of an increase 
m the earning assets of a bank and then asked Norman if the bank could 
make further loans on the basis of these deposits These were derivative 
deposits which provided the bank with no additional reserves, and there- 
fore Norman’s reply should have been uneqmvocaUy “No”, but, instead, 
he irrelevantly repeated his frequent'statement to the effect that the union 
of the two departments of the Bank was dangerous and that any lending of 
the sort suggested by Hume should be done only if it would not unduly ex- 
pand the issue of notes 

In 1841 Norman reiterated most of what he said before the committee of 
1840, with perhaps somewhat greater emphasis upon the fact that deposits 
could be created by means of loans However, he added that deposits so 
created, “so long as they remam in the name of the depositor, perform no 
monetary functions whatever ” The answer to this statement is that de- 
posits always remam m the name of some depositor Such banking “ex- 
pedients” as deposits he still thought could have but a “triflmg” influence 
on pnces, and yet they might, he stated, have a great temporary effect 
m times of high confidence However, he beheved that a proper limitation 
of the hand-to-hand currency would prevent an undue expansion of credit 
at such times This was a strange statement to come from an adherent of 
the currency school There is no reason why deposits should be subject to 
control through the need of reserves any more effectively than notes, and 
it was the crucial element in the doctrmes of these men that notes could 
tiot be controlled properly in any such manner 

Norman asserted that the privilege of issuing notes would be likely to 
tempt deposit banks to issue then own notes in payment of their deposits 
and thus cause them unduly to expand the volume of notes Thus again 
be revealed the fact that he greatly underestimated the importance of de- 
posits To be sure, if the banks have the privilege of issumg (fractional re- 
serve) notes, the system will have greater power of expansion , but this 
RuU not come so much from the privilege of paymg depositors m notes as 

'3 Iltd , p 309 

Letter to Charles Wood, pp 29, 33, S^~S7, 63, 69, 71-731 Jlefiori of committee of 1837, 
? 297 
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from the fact that notes can be substituted for com m the hand-to-hand 
circulation, and that thus additional com will be released to serve as a 
basis for a further multiple expansion of the aggregate of deposits and 
hand-to-hand currency 

Samuel Jones Loyd had much less to say on the subject of deposits than 
had Norman He gave no evidence that he saw the possibility of derivative 
deposits, and he denied that deposits are money On one pomt he made a 
statement so clear cut and unambiguous that I quote it rather than some 
similar statement by Norman 

A Bank of Issue is entrusted with the creation of the circulating medium 
A Bank of Deposit and Discount is concerned only with the use, distribution, or 
application of that circulating medium 

This IS a distmction which both Norman and Loyd emphasmed, and it 
could be defended only if deposits served neither as a means of payment 
nor as a substitute for cash in contingency reserves 
J R McCulloch, Samson Ricardo, and John Gellibrand Hubbard had 
little to say on the subject of deposits, but they seem to have been quite 
thoroughly m agreement with Loyd 
The attitude of Torrens and Sir William Clay is in sharp contrast with 
that of Norman and Loyd on the subject of deposits Torrens saw clearly 
that deposits might be the result of either m-payments of cash to the 
banks or the expansion of bank loans and that an expansion of deposits in 
the latter manner would tend to raise prices and the exchanges in the same 
way as an mcrease of bank notes ” Clay explicitly disagreed with Loyd 
and Norman and went so far as to state that deposits were greater in 
amount than bank notes, but that they were “beyond the reach of direct 
legal control” and that bank notes constituted 

that part of our monetary system which it is the most important, as it is the most 
practicable, to subject to strict control The mam, the only efficient check to bad 

Samuel Jones Loyd, Reflections Suggested by a Perusal of Mr J Horsley Palmer’s Pam- 
phlet on the Causes and Consequences of the Pressure on the Money Market (1837), P 43 For 
other statements by Loyd on this subject see his second letter to J B Smith, Tracts and 
Other Publications on Metallic and Paper Currency, sd J R McCulloch (1857), pp 200-201, 
and the Report of the committee of 1840, pp 212-13, 223, 236, 281 

J R McCulloch, Essays on Interest, Exchange, Coins, Paper Money, and Banks (repub- 
lished m America in 1851 from the seventh edition of the Encyclopaedia Britanmca), p 165, 
Samson Ricardo, Observations on the Recent Pamphlet of J Horsley Palmer, Esq , on the Causes 
and Consequences of the Pressure on the Money Market (1837), p 29, John Gelhbrand Hubbard, 
The Currency and the Country (1843), p 12, and Hubbard’s evidence before the committee 
of 1857 {Report, p' 207) 

n Robert Torrens, A Letter to the Right Honourable Viscount Melbourne, on the Causes of the 
Recent Derangement in the Money Market, and on Bank Reform (2d ed , 1837), PP 7, 10-16, 
Sir Wdham Clay, Remarks on the Expediency of Restricting the Issue of Promissory Notes to a 
Single Issuing Body (1844), PP 9-10, 32-37 
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banking, to an improvident administration of deposits, is to be found m the necessity 
of always keeping a sufidcient reserve of money to answer the calls of depositors, it is 
clear that this check will be dangerously weakened by confiding to banks the power of 
issuing their own notes 

In this quotation Clay is substantially guilty of Norman’s error of as- 
suming that the necessity of keepmg reserves will more effectively control 
the expansion of deposits than of notes Moreover, he, like Norman, be- 
lieved that the privilege of issumg notes rather than com would brmg 
about an undue extension of the arculatmg medium There was this dif- 
ference, however, between them Norman held that the privilege of note 
issue would lead to undesirable eitension of notes, and Clay, of deposits 
Both of them failed to see the primary reason for the mcrease, and both 
were right in the conclusion that the right of note issue would mcrease the 
power of banks to expand the circulating medium 

Torrens’ reason for not desiimg to subject deposits to the same kmd of 
control as bank notes was considerably different from that of Norman and 
Loyd The notes of the Bank of England, so his argument ran, when used 
by the other banks as reserves, served as a basis for a multiple expansion 
of deposits or “credit currency ” Hence, if the total volume of circulating 
medium (“circulatmg currency” plus “credit currency”) were to vary 
precisely as it would under a metallic system, it would be necessary for 
Bank of England notes to be withdrawn with an outflow of specie m order 
that the multiple contraction of the credit currency should take place By 
means of an illustrative example he showed clearly what he meant by this 
conclusion With a given outflow of specie, the hand-to-hand currency be- 
ing exclusively com or made to fluctuate as though it were com and the re- 
serve ratio of the banks bemg assumed to be stable at 20 per cent, the re- 
duction of the hand-to-hand currency would be equal to the outflow and 
the reduction of deposits would be five tunes the outflow In other words, 
there would be a reduction in the aggregate of currency plus deposits of 
SIX times the outflow 

In practice this kmd and extent of contraction would take place only if 
the reserve ratio for deposits were 20 per cent, if the hand-to-hand cur- 
rency consisted of notes for which no reserves were required, if the ratio 
of deposits to hand-to-hand currency were not stable, and if the gold ex- 
ported were obtamed from the banks by presentmg notes withdrawn for 
this purpose from circulation 

In 1844, Torrens argued somewhat differently He now contended that 

'®Clay, 0^ cJi,p 28, but see also pp 26-27 
Letter to Lori Melbourne, pp 31-33 
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the ratio of hand-to-hand currency to deposits tended to be stable and 
that, consequently, any change m the amount of the former would bring 
about a correspondmg change m deposits “ The prease extent of contrac- 
tion under these circumstances would depend upon the kind of hand-to- 
hand currency in circulation If we assume that it consists of specie only, 
that the reserve ratio for deposits is 20 per cent, and that the ratio of de- 
posits to hand-to-hand currency is 2 to i, the contraction of deposits will 
be approximately 143 per cent of the outflow of specie and the contraction 
of hand-to-hand currency, 71^ per cent of the outflow If, however, we as- 
sume that the hand-to-hand currency is made up of notes only, for which 
no reserves are requued, the correspondmg percentages of the outflow wiU 
be 500 and 250, respectively, and if we assume that the notes require the 
same reserve ratio as deposits, the peicentages become 333I and i66| ” If 
the note and deposit reserve ratios and the ratio of deposits to hand-to- 
hand currency are all to be stable, it would be impossible for the hand-to- 
hand currency, if it consisted of bank notes (with reserves of less than 100 
per cent), to contract to the same extent as would a specie currency Tor- 
rens, therefore, was askmg for the impossible, unless he had in mind notes 
secured by reserves of 100 per cent While the proposals of his group did 
provide for such notes, it nevertheless seems apparent that he believed his 
analysis to be quite general In both 1837 and 1844 he was msistmg that a 
contraction of deposits alone, equal in amount to the outflow of specie, 
would be madequate, but that both hand-to-hand currency and deposits 
should contract, the necessary contraction of the sum of the two being in 
excess of the amount of specie exported 
It IS evident that there was a great deal of difference between the kind 
of monetary system that Norman and Loyd, on the one hand, and Tor- 

Robert Torrens, An Inquiry into the Practical Working of the Proposed Arrangements for 
the Renewal of the Charter of the Bank of England, and the Regulation of the Currency (ad ed , 
1844), pp 14-22 

An equation for computing these percentages can be obtained as follows 
Let 

I = Outflow of gold, 

N = Amount of the reduction m the hand to-hand circulation, 

D =» Amount of the reduction m deposits, 
p = Ratio of deposits to hand to hand currency, 
fn =* Reserve ratio for notes, 
rd = Reserve ratio for deposits 

Then 

raD -f rnN = 1 , and § ~ ^ 

From these equations we obtain the equation 
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rens, on the other, had m mind when they referred to a currency made up 
wholly of specie All of them, to be sure, meant that hand-to-hand cur- 
rency should consist exclusively of coins, but, despite the occasional ad- 
missions of Norman, it is apparent that he and Loyd believed that de- 
posits had no sigmficant mfluence on the price level and that, therefore, a 
hand-to-hand currency consisting only of corns would include substantial- 
ly the total of the circulating medium, whereas Torrens’ attitude on de- 
posits meant that to him a hand-to-hand currency of corns would consti- 
tute only a part of the aggregate circulating medium, the remamder con- 
sistmg of deposits significant in amount and mfluence 

The logic of the position taken by Norman and Loyd, m the hght of the 
fact that deposits are actually very much more important than they as- 
sumed, would requue rigorous regulation of deposits as well as notes, while 
Torrens’ position did not logically entail such a pohcy However, Torrens 
unwarrantedly assumed, first, that the volume of deposits would be con- 
trolled with sufficient precision by variations m reserves, while contending 
that the volume of notes would not be so controlled, and later that the 
ratio of hand-to-hand currency to deposits was stable In either case he 
insisted that a multiple contraction of the aggregate circulatmg medium 
was called for as protection to the bankmg system when there was an ex- 
port of gold It may well be that a fractional reserve banking system will 
on occasions need for its protection such a multiple contraction as that m- 
sisted upon by Torrens , but it may also be true, as suggested by Thornton, 
that such a degree of contraction wiU be so rmnous to busmess as to defeat 
its own purpose This is a dilemma from which at times the banks may 
find it impossible to escape 

However, m pointmg to the use of the notes of the Bank of England as 
reserves by the “member”-banks Torrens recognized a distmction be- 
tween the liabihties of a central bank and of other banks which is aU-im- 
portant ” While Loyd, and presumably Norman, recognized this differ- 
ence’^ and while them analyses ran in terms of what they beheved to be the 
total volume of the cuculatmg medium, and therefore should have re- 
sulted m the recommendation of a pohcy that would have avoided the 
multiple contraction and expansion desired by Torrens, their tendency to 

” But neither Torrens nor any of the other writers of the currency school recognized that 
the deposits of the Bank might also serve as reserves for the “member”-banks However, this 
was perhaps not a senous oversight, for dunng this penod the major portion of the reserves of 
the London banks was m bank notes, not balances with the Bank (see Wood, op oil , pp 48- 
49, 122-26) 

=1 Samuel Jones Loyd, Remarks on ike Management of the Czrculalton and on the Condition 
and Conduct of the Bank of England and of the Country Issuers, dunng the Year 1839 (1S40), 
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underestimate the significance of deposits caused them to recommend a 
policy of reform which ignored deposits and made necessary or possible 
the multiple expansion and contraction 
If we assume, with Norman and Loyd, that the aggregate of circulating 
medium should vary as though it were entirely made up of specie, what 
would be required of a central bank at a time of an export or import of 
gold? Let us simphfy for the sake of analysis and assume that the habilities 
of the central bank, be they notes or deposits, have the same fractional re- 
serve and that either of these kinds of liabilities may serve as “member”- 
bank reserves, which we will assume to be constantly lo pei cent In this 
case it is not true that the Labilities of the central bank should contract to 
the precise extent that gold is exported On the contrary, if the gold ex- 
ported comes exclusively out of the leserves of the “member ’’-banks, the 
central bank should expand its Labilities to the extent of nine-tenths of 
the amount of gold exported and contract to the extent of nine-tenths of 
any gold imported If any of the gold exported comes from the hand-to- 
hand currency rather than from bank reserves, the necessary expansion of 
the central bank Labilities will be correspondmgly less 
Such a policy might or might not be desirable, and it surely would not 
be nearly so decisive m protection of the reserves of the country as would 
contraction m the case of an export of gold, but it represents the nearest 
approach to that variation in the total volume of the circulatmg medium 
(hand-to-hand currency plus “member ’’-bank deposits) that would cor- 
respond to the variations of an exclusively metallic circulatmg medium 
It was because of their attitude in regard to deposits that the writers of 
the currency school objected to the Rule of 1832, or Palmer’s Rule This 
rule had been stated before the committee of 1832 I quote Norman’s 
statement, masmuch as it is somewhat briefer than that of Palmer 
I conceive that the principle for the regulation of the Bank issues under ordinary 
orcumstances is, at the time when the currency is full, to mvest, of the whole amount 
received for the circulation and deposits, in the proportion of about one-third m bullion 
and com, and about two-thirds m securities bearmg interest I should describe 
the currency as being full when the exchanges were at par, or rather on the pomt of 
becommg unfavourable 

Palmer added that, after the distribution of its assets indicated by Nor- 
man had once been reached, it was the policy of the Bank thereafter to 
keep the volume of its securities constant, except under special circum- 
stances The objective of this rule was to create conditions m which 

Great Bntain, Parhament, House of Commons, Report from the Conmmttee oj Secrecy on the 
Bank of England Charter (183a), pp 167, 17a 
«/iid,pp 11-12, IS 
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changes m the currency would occur exclusively as an automatic response 
to mternational gold movements and not at all upon the initiative of the 
Bank It seems evident that the directors of the Bank felt keenly the 
criticism that had been leveled at them durmg the preceding thirty years 
If the Rule of 1832 had been followed rigorously, the total volume of 
notes plus deposits of the Bank would have varied precisely as gold was 
withdiawn from or brought to the Bank, but either notes or deposits alone 
might have been unchanged The currency school msisted that it would be 
msufficient if deposits only changed, that it was essential that the volume 
of notes should change if the danger of drastic action to avoid the possibil- 
ity of mconvertibility, with the ruinous consequences for busmess which 
they beheved such action would entail, were to be avoided ^ 

In regard to the real-bills doctrme and the mfluence of the rate of mter- 
est, the writers of the currency school did not advance the argument be- 
yond the point it had reached m the hands of Thornton In fact, while 
they took the same position as he m regard to these questions, their analy- 
ses, if their brief statements might be called that, were distinctly inferior 
to his They merely demurred to the doctrine that the discountmg of real 
bills constituted any check agamst overissue and immediately turned to 
the influence of the rate of mterest as the significant controlhng factor 
Loyd thought that one of the reasons for the improper fluctuations of the 
paper currency was the fact that it was “issued m the form of advances for 
commercial purposes Norman beheved it would be much better to reg- 
ulate the issues of the Bank of England through the purchase of exchequer 
bills than through the discount of commercial paper Me Culloch briefly 
stated that “the demand for discounts does noi depend on the nature of 
the security required for their repajunent, but on the rate of mterest for 
which they may be obtamed, compared with the ordinary rate of profit 
made by then employment 

Both Norman and Loyd held that the extent of the demand for loans 
depended upon the relationship between the bank rate and the rate outside 
the Bank Before the committee of 1857, Loyd discussed this question at 

Loyd before the committee of 1840 {Report, p 336) , Norman before the same committee 
{ibid,p 160), a,adthe\a,ttev’s Remarks upon Sonte Prevalent Errors, p 80 

“7 Torrens, of course, had abandoned the position in defense of the real-bills doctrme which 
he had taken m 1812 

Remarks on the Management of the Ceretdahon, p 85 

Report of committee of 1832, p 170 

Op cit , p 103 

Norman before the committee of 1832 {Report, p 169), Loyd, Remarks on the Manage- 
ment of the Circulation, p 10 
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some length He thought that a high market rate would have a salutary 
influence at a time of speculation, but he denied that the Bank could m- 
fluence the market rate Rather, the Bank was compelled to conform to 
the market, but he thought the Bank might be tardy in thus conformmg 
This tardiness he deplored, and he objected very much to any “artificial 
mterference” with the rate on the part of the Bank But a statement by 
William Ward is in some respects the best of any made by this group of 
men 

No one can command both price and quantity The Bank by contending for a par- 
ticular rate of interest, is perpetually causing fluctuation in the quantity discounted 
The pubbc either has, or fancies that it has, an option in its favour to vary capriciously 
the quantity of bills for discount If the rate were altered, the amount employed could 
be mamtamed at a steady level ” 

The essentials of the position of the adherents of the bankmg prinaple 
may be summarized m the followmg manner (i) they held that the needs 
of busmess would control the volume of notes issued and that the banks 
could not “force” their notes mto curculation, (2) they agreed that a bank- 
note currency should be convertible, (3) they contended that drains of 
specie under a metalhc currency system would come from great national 
“hoards” of gold, not from currency m the hands of the public, and (4) 
while they failed to make an adequate analysis of the nature of deposit 
bankmg, they nevertheless saw fairly clearly that deposits form a signifi- 
cant part of the circulatmg medium, and they very cogently criticized the 
proposal to separate the departments of the Bank, because, as they held, 
a dram of gold might reduce deposits rather than the volume of notes out- 
standmg Therefore, the separation might not be successful m achievmg 
the objectives of its proponents 

The position of the writers of the banking school as to the effect of bank- 
mg upon the total volume of the circulating medium is reasonably clear, 
even though not quite consistent John Stuait Mill held that an mterna- 
tional money is distributed m accordance with the trade of the various 
countries concerned Generally his position seems to have been that, 
while the operations of the banks can influence, in the short run, the quan- 
tity of money in a given country, they cannot cause an export of buUion if 
loans are made only for bona fide busmess purposes, smce, under these 
circumstances (as he contended), the needs of trade wfll control the vol-’ 

5 ' Report of committee of 1857, pp 335, 332 

isWilbam Ward, On Monetary Derangements, in a Letter Addressed to the Proprietors of 
Bank Stock (1840), p 37 On this and some other aspects of the rate of interest see Viner, 
op at , pp 277-79 
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ume of notes outstanding However, he conceded that if loans were made 
for speculative purposes an outflow of specie might result 

Nevertheless, when he was considenng the question of the mternational 
distiibution of money, but not at other times, Mill asserted that an exten- 
sion of their note issues by the banks m a given country, presumably 
through the making of loans for bona fide commeraal purposes, would re- 
sult m an export of specie and an mcrease of the quantity of money 
throughout the world He added, moreover, that extensions of credit m 
other forms than note issues would have the same eflfect, although usually 
his discussions of the possibihty of overissue were restricted to the prob- 
lem of note issues When not discussmg the distribution of money, he 
claimed that notes not needed would be returned to the banks However, 
when he conceded that an extension of notes (for bona fide purposes) 
would cause an export of specie, he held that the resultmg higher price 
level throughout the world would cause a reduction m the output of mone- 
tary metal from the mmes and that this fact would shortly reduce the 
quantity of money to the level that would have obtamed, had com only 
been in circulation He was not entirely consistent 

Mill held that, in the short run, credit influences prices m exactly the 
same manner as corned money and that neither notes nor deposits, as such, 
exert any mfluence “The credit itself, not the form and mode m which it 
IS given, IS the operatmg cause If there is an increase m bank advances, 
not granted to those with poor credit or for speculative purposes, result- 
ing m either mcreased note issues or mcreased deposits, this mcrease m 
these forms of credit will be at the expense of some other form, possibly 
bills or book credit Consistently with his usual position, he argued that 
it IS through an extension of credit that speculation becomes general, that 
IS, extends beyond the operations m a limited number of commodities, 
but, somewhat mconsistently, he later said that, once speculation has got 
under way, bankers can support it by means of an mcrease m their issues 
Such support could not logically foUow an mcrease of issues, if the notes 
merely take the place of some other form of credit and if other forms have 
an equal mfluence on prices However, m fact, MiU completely under- 

3 * Johji Stuart Mill, Pnnctples of Polihcal Ecommy, ed W J Ashley (repnnt, 1920), 
pp 62s, 631-36 

35 Ibid , pp 524.-32 The quotation is from p 525 

i^Ibid , pp 526, 653-56 Mill believed, however, that there was rather more likelihood of 
notes of small denommations resultmg m a nse of pnces than that the larger ones should have 
this effect The smaller ones were paid out in wages and therefore would result m mcreased 
demand for goods and hence higher prices, whereas the larger notes were used only for the 
“purpose of fiilfillmg previous engagements” (Report of committee of 1857, p 184) 
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mined his position in regard to the mfluence of bank credit by statmg that 
notes and deposits may have a higher velocity of circulation than other 
forms of credit ” Mill’s usual position seems to have been, therefore, that 
m the short run, but not m the long lun, the banks can readily increase 
the volume of a mixed currency beyond the amount of specie that would 
have circulated had there been no banks, that such increase is not normal- 
ly harmful, but that it wiU be so if granted to support speculation To 
Mill it was precisely the advantage of a mixed currency that, m the short 
run, It would not vary exactly as would a currency consistmg of specie 
only 

John FuUarton and Thomas Tooke were in agreement with Mill as to 
the significance of credit and the interchangeability of its various forms 
and, therefore, as to the effect of banking on the volume of circulatmg 
medium FuUarton conceded that it would be desirable to restrain the 
excessive use of credit, but he thought any such restraint impossible and, 
of course, concluded that it would be of no avail merely to control the note 
issues of the banks (and presumably likewise as to deposits) ” Tooke at the 
least agreed that regulation was impossible, whethei or not desirable, and 
it is clear that Mill also would have agreed with this point of view James 
W Gilbart asserted that a banker increases the currency "if he discounts 
with that portion of his banbng capital which is raised by notes”, but he 
denied that such would be the case if the banker discounted with "banking 
capital which is raised by deposits He held, however, that the latter 
operation would give the currency “increased rapidity ” 

There was much discussion by Tooke, FuUarton, and MiU of the possi- 
bility of overissue of bank notes Except, perhaps, during periods of 
speculation, they denied that overissue was possible and gave a number of 
reasons for their belief Their argument, given above, to the effect that 
bank credit meiely displaced an equal quantity of other forms of credit, 
was the first of these reasons and would seem, if vahd, to have been quite 
adequate Nevertheless, they placed great reliance upon the supposed 
“needs of business” and, closely associated with this pomt, the so-called 
“law of the reflux ” Some of them at times seemed to feel that convertibil- 
ity IS also a limitmg factor, although, one mfers, of less importance than 
the others 

37 Mill, op cit , pp 530-32 This pomt will be discussed below 
3® Report of committee of 1857, p 205 

35 Thomas Tooke, AnJngmry tnto the Currency Pnrmple (1844), pp 85-88, John FuUarton, 
On the Regulation oj Currencies (1844), PP 39~42, Si, 186 

■t" James W GAhazt, The History and Principles of Banking pi 197 
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The importance which this group attributed to the needs of busmess is 
well exhibited in the following quotation from Tooke 

If the loans or discounts are advanced on proper banking securities, for short 
periods, the reflux of the notes, if any have been issued, will be equal to the efflux, 
leaving the circulation unaltered If, mdeed, the transactions of the district, or the 
trade of the country generally, require more mstruments of exchange, a larger amount 
of notes would remam out, but this increase of the outstandmg circulation would be 
the effect of increased transactions and prices, and not the cause of them 

A similar statement by MiU is as follows 

The country bankers unammously disclaim any arbitrary power over then issues, 
and declare that m certam states of the markets they cannot extend their circulation, if 
they attempt it, the mcrease comes back to them, either in deposits or by bemg pre- 
sented for payment They are, it may be said, interested witnesses But they must 
mean something by this assertion It cannot be a mere falsehood For our own 
part, we see no mcredibility m the assertion of the bankers We beheve it to be m the 
mam correct It appears to us perfectly consistent with the theory of the subject 

It should be noted that the pomt of view presented m the foregomg 
quotations is entirely consistent with and, as Milllookeduponit, dependent 
upon the opinion that it is the aggregate of ah kinds of credit that is signifi- 
cant in influencmg prices In accordance with the latter view, the amount 
of bank notes (or deposits) desired or needed by the pubhc would be mere- 
ly a matter of the convenience of this form of credit as compared with 
some other 

The “law” of the reflux was simply the doctrme that notes not needed 
by the community would be returned to the issumg banks It was well 
stated by both Tooke and FuUarton I quote from the former « 

This law operates m brmging back to the issumg banks the amount of their notes, 
whatever it may be, that is not wanted for the purposes which they are required to 
serve The reflux takes place chiefly m two ways by payment of the redundant amount 
to a banker on a deposit account, or by the return of notes m discharge of securities 
on which advances have been made A third way is that of a return of the notes to the 
issumg bank by a demand for com The last seems, m the view of the currency theory , 
to be the only way by which a redundancy, arising from the unlimited power of issue, 
which they assume to exist, admits of bemg corrected in a convertible state of the pa- 
per It IS certainly the one least m use « 

The adherents of the banking prmciple agreed that a bank-note cur- 
rency should be convertible, but, m the hght of their great rehance on the 
“law” of the reflux as the “great regulatmg prmciple of the internal cur- 
Thomas Tooke, A History of Prices, and of the State of the Circulation, IV (1848), 194 
The itahcs are Tooke’s 

4“ A review article by [Mill] of books by Tooke and Torrens, pubhshed anonymously m the 
Westminster Remew, LXI (1844), 588. see also FuUarton, op ctt , p 64. 

43 History of Prices, IV, 185, for similar statements see MiU, Principles, p 654, FuUarton, 
op oil , pp 67-68, 78-79, 94-95 
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rency,” it is not entirely clear why they should have insisted upon the ne- 
cessity of convertibihty However, they did make some statements that 
purported to be reasons for their attitude Most, if not all, of the writers 
of this group admitted that, if an inconvertible currency were properly 
limited, It might satisfactorily perfoim the services of a circulating medi- 
um MiU, for example, conceded that an mconvertible currency might be 
regulated quite satisfactordy by the price of bullion, but the only advan- 
tage would be that of exemption fromkeepmg a reserve of specie, and there 
would always be a temptation to overissue Moreover, in monetary mat- 
ters he thought it was important to adhere “to a simple principle, intelh- 
gible to the most untaught capacity” , and convertibility constituted such 
a principle '''' However, m this discussion Mill was considenng the possi- 
bihty of an mconvertible issue of government, not bank, notes 

This tendency to shift to a consideration of government issues when 
they were discussing the question of mconvertibility was rather general ‘'® 
They failed, therefore, with the exception of Wdson, to consider carefully 
and specifically the possibihty of adequate limitation of an mconvertible 
bank-note issue Nevertheless, agam with the exception of Wilson, they did 
not defimtely admit that an mconvertible bank-note currency might pos- 
sibly be sufficiently lirmted by means of the “reflux ” They desired con- 
vertibility, and, m part, precisely for the reason that it would hmit the 
issues of the banks To be sure, presentation of notes for redemption was 
one means, according to them, of operation of the “leflux,” and therefore, 
strictly speaking, the “law of the reflux” included the notion of convertibil- 
ity, but they minimized the significance of this aspect of the problem when 
discussing the “reflux,” makmg the inference seemmgly justifiable that 
they beheved convertibihty not necessary 

Wilson, however, stated that it was the opmion of many of the ablest 
writers — and he imphed agreement therewith — 

that mconvertible paper notes might be issued to any extent that legitimate transac- 
tions required them, provided such issues were confined to the discount of good bills 
of exchange, and to loans for short periods, without any risk of depreciation, because 
a larger quantity never could be so issued than was agam shortly returnable to the 
bank m payment of such loans 

** Principles, pp S43~46 

IS Ibid , p S43, Tooke, History of Prices, IV, i86, FuUarton, op cit , pp 63-64 

4® Mill, Principles, pp S4S-46, Tooke, History of Prices, III, 219, 227, Gllbart, op cit , 
P iS8 

4' FuUarton, op cit , p 67, and quotation from Tooke, above, p 89 

4* James Wilson, Capital, Currency, and Banking (1847), p 42 
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But the instant the banks began to lend to the government on securities 
not redeemable (presumably, securities of short maturities), there would 
be danger of depreciation, and therefore, he concluded, “in practice, 
we conceive such a prmciple far too dangerous for one instant to be en- 
couraged ” 

Fullarton mentioned other reasons than that of lumtmg the issues of 
the banks for desirmg convertibdity 

Pei feet convertibility is no doubt one essential condition of every sound and efficient 
system of currency It is the only effectual protection agamst mternal discredit, and 
the best preventive of any violent aberrations of the exchange with foreign countries 
But it IS not so much by convertibihty mto gold, as by the regularity of the reflux, 
that any redundance of the bank-note issues is rendered impossible 

There is much doubt about “protection agamst mternal discredit ” Under 
conditions of an unbalanced governmental budget an mconvertible cur- 
rency might give rise to “mternal discredit”, but so also might a convert- 
ible currency, because of the fear that the time was approachmg when it no 
longer would be convertible 

Mill and Tooke msisted that the rate of interest was an important fac- 
tor m controUmg international gold flows, but Fullarton was less im- 
pressed with its usefulness for this purpose The latter implied that it had 
some, but apparently he beheved only slight, influence on the volume of 
bank loans demanded However, in this connection it was the mere fact 
that interest was paid that was significant to him, it mattered not at all 
what the level of the rate might be Concernmg the influence of the rate 
of mterest m “qmescent” states of the markets, Mill wrote as follows 

Even if we suppose, as we may do, that bankers create an artificial mcrease of the 
demand for loans by ofiermg them below the market rate of mterest, the notes they 
issue will not remain in circulation, for when the borrower, havmg completed the trans- 
action for which he availed himself of them, has paid them away, the creditor or dealer 
who receives them, havmg no demand for the immediate use of an extra quantity of 
notes, sends them mto deposit s' 

However, he went on to argue that during more speculative states of the 
markets, when aU classes were mclmed to make more than ordmary use 

« Fullarton, op at , p 67 Viner makes the followmg suggestion m regard to this ques 
tion “A clear statement of the grounds on which they held that a paper currency could be 
issued to excess if inconvertible but not it convertible is not to be found m the writmgs of the 
bankmg school Their reasomng seems to have been, however, that under convertibihty the 
national pnee level, and therefore the quantity of money, was even m the short run mter- 
nationally determmed, whereas under mconvertibihty this external hmitation would not be 
operative” (op at , p 233, n 6) 

Mdl, Pnnctples, pp 631, 661, 672, Tooke, An Ingmry, pp 103, 124, Fullarton, op at , 

pp 141-45 

S' Fullarton, op at , p 63 


' Pnnctples, p 634 
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of their credit, the bankers very often unduly administered to this specu- 
lative tendency Neveitheless, he agreed with Tooke and Fullarton that 
“the speculative purchases by which prices are raised, are not affected by 
bank notes but by cheques, or still more commonly on a simple book 
credit ” And he imphed, but did not explicitly say, that even a high rate, 
under such circumstances, would not be restrictive 

While the writers we are now considermg did not usually exphcitly 
state what they meant by the term “overissue,” it is nonetheless evident 
that they meant such an issue as would raise prices, and usually they had 
m mind a speculative rise of prices which would be followed by a “revul- 
sion ” Mill, however, m answer to questions put to him, did specifically 
state what he meant by the term When an issue of notes causes higher 
prices, said Mill, “that constitutes over-issue, that is to say, an issue that 
will be followed by a revulsion By over-issues, I mean such as create 
undue speculation, or maintaui it when it ought to be checked 
It IS in order now to consider briefly the kindis of assets which the writ- 
ers of the bankmg school thought the banks should hold, whether because 
they beheved certam types would limit the issues of the banks or for other 
reasons Whole Mill contended that loans should be nonspeculative, he did 
not state that they should be made on the basis of “real” transactions 
He did not, therefore, explicitly eliminate either exchequer or so-called 
finance bills Apparently, all he would have required of the banks would 
have been for them to make nonspeculative short-term loans which were 
sound and which would, therefore, certainly be paid at maturity However, 
Mill did not discuss this question sufficiently to justify categorical state- 
ments of his position 

Fullarton likewise said that the banks should lend only on ample se- 
curity, but he beheved that they might justifiably lend on long term' to 
some extent The reflux, “the great regulatmg prmciple of the mternal 
currency,” would so operate as adequately to control the volume of notes 
as long as the bank held any “redeemable securities ” Apparently, he felt 
that the reflux would operate more precisely and satisfactorily if the bank 
held short-term securities of some kmd, but he nevertheless contended 
that if It were possible for a quantity of notes “m excess of the wants of the 

S3 Ibid, p 6ss For a similar statement see Tooke, pp 82-83 The place of 

deposits in the doctrines of the banking school will be discussed below 

There was also discussion among these writers of the influence of the quantity of money on 
the rate of interest and of the effect of the rate on speculation and on the cost of production 
S'* Report of committee of 1837, pp 184 and *06, respectively, see also Mill, Principles, 
pp 526-i^, Tooke, An Inquiry, pp 83-88, and Fullarton, cit ,pp 41,30,120 
5* Principles, pp 333, 633-36, 639-60 
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public” to continue out for long, then even such securities as mortgages 
would afford the basis for the reflux s® This latter statement rather com- 
pletely begged the whole question as it was presented in the arguments of 
the currency school, for the latter conceded that in the long run there could 
be no issuance of convertible bank notes m excess of coin that would have 
circulated This concession was unwarranted, except that it would be sub- 
stantially correct for a small country si 

The following quotation indicates very well Tooke’s position as to the 
kinds of securities a bank should acquire 

It IS of the very essence of the system on which banks of issue, of strictly convertible 
paper, can be conducted, so as to ensure the fulfillment of their obhgations, that their 
advances, whether by loan or discount, should be for such short periods, and on securi- 
ties so sohd and convertible, as to insure the return of the money advanced m tune to 
meet the utmost amount of their engagements Advances on mortgage, for terms of 
years, are not proper banking securities, or, if at all, are so m a smaE proportion only, 
as for the investment of a part, and a smaU part, of their origmal and paid up capital, 
but in no case as an investment of any considerable part of the capital deposited with 
them, or held against their circulations* 

As has already been noted, Tooke held that the banks should discount 
only, or mostly, short-term paper, not merely for the above reasons, but 
also because in this case there would be an avenue for the operation of the 
“law” of the reflux 

While the adheients of the bankmg principle did not so much specifical- 
ly emphasize the desirability of discounting only bills growmg out of 
bona fide commercial transactions as had Smith and those who followed 
him, they nevertheless were opposed to the makmg of speculative loans, 
contending that, if such loans were not made, the banks could not extend 
their issues m excess of the needs of busmess, and they held that the major 
portion of the earnmg assets of the banks should consist of short-term se- 

s® FuUarton, op cit , pp 64-65, 94-95 

” An unpublished manuscript by Mr Homer Jones has convmced me that if we consider a 
very long run, longer perhaps than is significant for any usual theoretical purposes, the quantity 
of a fractional reserve currency will not, m fact, he greater than would have been the quantity 
of com with only a metallic currency This conclusion is based upon the contention that under 
conditions of equihbnum the output of the mmes would be so adjusted that, with given demand 
schedules m the arts for the money metal, this output would precisely meet the mdustnal 
demand at the prevaihng value of the metal If a fractional reserve currency were mtroduced, 
the consequence would be increased takings of metal by the arts and reduced output from the 
mmes, and ultimately (but a very remote “ultimately”) this disparity between, industrial 
consumption and output would raise the value of the metal agam to the level at which output 
and nonmonetary consumption were equal, and this value, ceUns paribus, would have to be 
that which prevailed prior to the mtroduction of the fractional reserve currency This analysis 
abstracts from wear and tear on coins 

History of Prices, IV, 193, see also 197 See above, p 89 
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cunties Both the earlier and the later writers beheved that it was the 
“needs of business” that controlled the volume of issues, if only the banks 
acquired the proper kinds of securities, but the former emphasized the 
grantmg of loans only for the purpose of financing bona fide transactions, 
as a means of originally preventing overissues, whereas the latter ap- 
parently were moie impressed with the supposed adequacy of the “reflux” 
as a means of retiring any redimdancy of issues that might occur How- 
ever, neither group ignored the point of view of the other 

Some such term as the “wants of trade” or the “needs of trade” is a 
favorite expression of the real-bills writers, but I know of no attempt by 
any of them to state precisely what they mean by these expressions The 
words “wants” and “needs” seem to imply that there can be a shortage of 
money which will impmge upon the individual enterprise m some manner 
comparable, for example, with a shortage of raw materials, and yet this, 
apparently, is not what is meant 

They imply that the volume of means of payment should vary directly 
as the volume of transactions They are frequently more uncertain in the 
further implication either that the price level is not dependent upon the 
quantity of money (Adam Smith) or that it will be stable if the means of 
payment varies with transactions In either case it seems justifiable to 
mfer that they beheve that a failure of the stock of money to mcrease with 
transactions wiU lead to a reduction of output, but m some way not ex- 
plained, although, m the case of Smith at any rate, seemingly not as a 
consequence of a decline m the price level They then assume that this 
“need” on the part of the economy as a whole is reflected in the wilhngness 
of mdmdual busmess enterprises to borrow 

If the analysis of the hmitational aspects of the real-biUs doctrine which 
I have presented m chapter iii is valid, there is no justification whatever 
for this translation of an over-all desirability of some given amount of 
money mto a need on the part of an mdividual enterprise for borrowed 
funds On the contrary, if prices should decline and business conditions 
deteriorate, the “needs” of an enterprise for borrowed funds would de- 
crease Hence, borrowing from the banks would declme precisely at the 
time when an mcrease m the quantity of money would be desirable from 
the standpomt of the whole economy There are the further objections 
that these writers do not explam why output will declme if the quantity 
of money fails to rise with transactions (if this, in fact, is their position), 
and they would not ask for — ^mdeed, if consistent they would oppose — ■ 
offsettmg variations m the quantity of money as velocity fluctuates 

On the subject of deposits there was a good deal of confusion among the 
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writers of tlie banking school, although they had a slightly better under- 
standing of this subject than did most of the adherents of the currency 
prinaple 

It seems impossible to state preasely Tooke’s position m regard to de- 
posits He saw clearly that the proceeds of loans might be taken in the 
form of deposits and hence contended that notes might not vary exactly 
with variations m advances He also saw that a demand upon the Bank 
for gold might fall upon the deposits rather than on the notes of the Bank 
and that, consequently, the Act of 1844 might not result m a reduction of 
notes coincidentally with an export of specie He said that consistency 
on his part would require hun to advocate restriction of both departments 
of the Bank, but he thought that such action would be impracticable, al- 
though he did not state why He showed very clearly how checks were 
used as a means of payment Nevertheless, despite the above state- 
ments, Tooke at tunes seemed to look upon deposit bankers merely 
as either middlemen or depositories for the safekeepmg of funds agamst 
which checks could be drawn If we ignore the issuance of notes, a banker’s 
busmess may be divided, said Tooke, mto two branches 

One branch of the banker’s busmess is to collect capital from those who have not 
immediate employment for it, and to distribute or transfer it to those who have 
The other branch is to receive deposits of the incomes of their customers, and to pay 
out the amount, as it is wanted for expenditure, by the latter m the objects of their 
consumption 

Tooke insisted that there is an important distmction between “capital” 
and “currency,” although he never succeeded in makmg the distinction 
clear It is possible that he was vaguely groping for the distmction be- 
tween funds made available for lendmg purposes through current savmg 
from mcome and funds derived from an mcrease m bank lendmg, but, if so, 
he was quite unsuccessful m statmg the issue clearly and, apparently, m 
understandmg it hunself 

FuUarton denied that either bank notes or deposits were “money” but 
held that all forms of credit were mterchangeable and that any object that 
could be attamed through the use of Bank of England notes could also be 
accomphshed through the use of checks It would seem, therefore, that 

History of Prices, IV, 184 An Inquiry, pp 105-8 

Report of comnuttee of 1848, p 352 And yet it is not quite clear whether he actually 
meant, by this statement, that consistency on kis part required such action or that a consistent 
apphcation of the currency prmciple would necessitate it Moreover, any hmitation at all was 
contrary to his usual attitude, for he held that any change m the volume of notes (and de 
posits, presumably) was consequent upon changes m the volume of busmess or pnces 

An Inquiry, p 36 “■i IM , pp Si-S4 Op cit , pp 29-36, 41 
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he probably understood that deposits could be created through bank 
lending 

Mill likewise held that all forms of credit were interchangeable and that, 
therefore, limiting bank notes would not stop speculation, for it could be 
supported also by means of deposits “ Moreover, he exphcitly recognized 
that checks might serve the same purposes as notes and that deposit 
credits might be created as a result of bank advances Nevertheless, Mill 
alone among the adherents of the banking prmciple conceded that the 
Act of 1844 had some merit, smce be believed that, even though specula- 
tion could be supported by means of the creation of deposits, the inability 
of the Bank to expand its note issues constituted an obstacle, although a 
mmor one, to the contmuation of speculation, and he also felt that the 
failure of the volume of notes to expand would have some mfluence, but 
agam a mmor one, m the direction of liimtmg an outflow of specie 
Among the writers of the bankmg school, James Wilson seems to have 
had the least understanding of the nature of deposits To him the bankers 
were largely middlemen between borrowers and lenders and were entirely 
passive m respect to the volume of their deposits, which he looked upon 
as being exclusively prunary 

Gilbart stated that banks of deposit do not increase the currency but 
relend money which would otherwise be “unproductive” in the hands of 
the depositors, and that thus the rapidity of circulation of the currency 
IS increased It is not clear, however, whether he meant that the proceeds 
of loans would be taken m the form of deposits and that thus the velocity 
of the money held as reserves would, m effect, be mcreased or whether he 
thought that the actual cash would be passed back into circulation The 
former way of lookmg at the problem is unobjectionable, but the latter is 
not, for the proceeds of loans are not taken, at least not exclusively, in the 
form of hand-to-hand currency, and, even though they were, any cash re- 
turned to circulation would soon be redeposited, and in this manner loans 
shortly would result m a growth of deposits At another time he substan- 
tially recognized this fact, for he contended that the purchase of exchequer 
biUs would lead to an expansion of deposits, because the notes thus im- 
mediately put mto circulation would be returned to the bank on deposit, 
but this analysis seems unwarrantedly to require that the deposit bank 
have the privilege of issumg notes if it is to be m a position to influence the 

Review in Weslmtnster Remew, LXI, 588-91, Principles, p 531 
'‘T Principles, p 537 655-62 

James Wilson, Fluctuations of Currency, Cqmmerce, and Manufactures, Referable to the 
Corn Laws (1840), pp 56-58, Capital, Currency, and Banking, pp 217-20 
7° Gilbart, op cit , pp 141-44, 197 
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volume of deposits through its lending operations Gilbart also claimed 
that deposits serve the functions of money only m so far as they are actual- 
ly employed ’’ One might answer that it is the same with any form of 
money, but perhaps a more appropriate reply would be that Gilbart was 
clearly overlooking the fact that anything held m contmgency reserves of 
ready purchasmg-power is "employed” as money 

It was general among the adherents of the banking principle to hold 
that bills of exchange, as well as deposits, served the purposes of a medium 
of exchange However, the writers of the period now under discussion, un- 
like Thornton, totally ignored the use of biUs as a store of value held 
agamst contmgencieB, and this is undoubtedly the more significant mone- 
tary service performed by bills, even under conditions where to some ex- 
tent they are passed from hand to hand 
The contentions of the bankmg school that it is the total of all forms of 
credit that is important, that this total cannot be controlled, that the 
various forms of credit are interchangeable (it is uncertam whether others 
than Mill, Tooke, and FuUarton held this position), and that therefore 
the volume of bank credit has little or no independent significance have a 
number of serious flaws 

The major effect of the use of trade credit’'* is immediately and precisely 
reflected m the veloaty of circulation of currency and deposits An exten- 
sion of credit mcreases the buymg-power of the debtor, but it correspond- 
mgly reduces the buying-power of the creditor, although it may not corre- 
spondmgly reduce his actual purchases If it does not have this latter re- 
sult, the effect is to mcrease the velocity of circulation of currency and de- 
posits through the reduction of the cash balance of the creditor Therefore, 
an mcrease of credit may raise prices even though the credit mstruments 
themselves are not passed from hand to hand The extent to which the 
creditor wdl be wilhng to reduce his cash balance manifestly wiU depend 

’■James W Gilbart, “The Currency and Banking,” Weslrmnster Remew, XXXV (1841), 
103 

’’^IbidjP 100 

’3 There is reason to suppose that those bills that did circulate were not so exclusively trade 
bills as writers have sometimes implied It is apparent that, at least to some extent, time bills 
were drawn by the country bankers on their London correspondents and then paid out to their 
customers m heu of their own demand notes or coins Su^ biUs would be merely bank notes 
not payable on demand (see John Stuart Mill, “Paper Currency,— Commercial Distress,” Par 
hamentary H^st■ory and Remew (1826), p 643, Feavearyear, op at , pp iS2-S3i evidence 
of Richard Cobden before the committee of 1840 {Report, pp 42-45) 

n I shall use the expression “trade credit” to mclude all forms of busmess credit other than 
bank credit, such as mortgage loans, bonds, short term notes, bills of exchange, and book 
credit 
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in part upon what he believes to be the degree of liquidity of the acknowl- 
edgment of mdebtedness which he receives from the debtoi 

In so far as credit instruments are used as a means of payment, the 
analysis of Mill and his associates was substantially correct, but actually 
their chief influence on the price level arises out of the fact of their substi- 
tution for money m “cash” balances The imphcations are that, if the 
writers of the bankmg school had attempted to make a statistical study of 
the quantity of circulatmg medium and its velocity, they would have in- 
cluded withm the sum for the quantity the whole amount of trade credit 
and would have computed the velocity for hand-to-hand currency and de- 
posits m such manner as not to have eliminated the influence of trade 
credit on this factor If they had proceeded m this manner, they would 
have counted twice the mfluence of that part of trade credit which is not 
passed from hand to hand This element of credit has, m fact, a velocity 
of zero , but their discussions indicated their belief that this was not so, and 
therefore it is problematical what velocity they would have assigned to it 
Moreover, if they had adjusted their computation for velocity of currency 
and deposits for the mfluence of trade credit, they would have been un- 
realistic, for it would have required that they assign a positive velocity to 
credit instruments, which, in fact, have a velocity of zero In other words, 
they could not have come out with a satisfactory solution of their problem 
so long as they included the total of trade credit as part of the quantity of 
circulating medium 

William Leatham and Wilham Newmarch did, in fact, make statistical 
studies of the volume of bills of exchange outstanding, but they ignored 
the subject of velocity and thus avoided the embarrassing questions that 
would have arisen from a consideration of this aspect of the problem 

The doctrine of Mill, Tooke, and FuUarton to the effect that the various 
forms of credit are interchangeable is not sound, nor would their conclu- 
sions be vahd if it were A banker is like other creditors in that he will hmit 
more sharply the amount he will lend upon those securities which he be- 
heves will be less liquid Moreovei, even in those cases in which the banker 
does lend upon the less hquid securities, the debtor obtams in return a 
credit instrument (Joank notes or a deposit) which serves all the purposes 
of actual cash, and without either the rehnquishment of an mstrument 

” It will depend in part also upon other factors, notably the prospects for the future and 
possibly the rate of interest, although I am mchned to put much less stress on this latter factoi 
than numerous wnters now do 

V® Wdham Leatham, Letters on the Currency {184.0), pp 3-10, 43-44, 55-66, Wilham New- 
march, “An Attempt to Ascertam the Magmtude and Muctuations of the Amount of Bills of 
Exchange m Circulation,” Journal of the Statistical Society, XIV (1851), 143-83 
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that could have been so used or an equivalent deduction from the huymg- 
power of some other purchaser Even if the bank discounts a bill of ex- 
change, the operation is not normally merely one of changmg one form of 
credit into another of not more than equal significance, for even m Mill’s 
day the great bulk of bills was not equally usable with bank notes and 
deposits as a means of payment 

Finally, the writers of the banking school missed completely the highly 
significant fact that the usefulness of the more hquid forms of credit m- 
struments as money substitutes (m “cash” balances) operates to accentu- 
ate vanahons m the velocity of arculation of currency and deposits 

The particular form of the doctrme held by the banking school that the 
needs of business control the volume of bank credit was a logical conclu- 
sion from the notion that all forms of credit have equal, or nearly equal, 
significance in determinmg prices and that trade credit is of preponderant- 
ly greater importance than bank credit Strictly speaking, therefore, these 
writers were not guilty of qmte the same error as Adam Smith, who (usual- 
ly) tacitly assumed that the aggregate circulating medium of the commu- 
nity, no matter how defined, had no influence upon the price level 

In so far as the reflux consisted of repayment of loans, httle need be 
added, on this subject, to the precedmg statement Agam, if their analyses 
of credit were sound, repayment of loans would operate to brmg into the 
banks notes that were not needed, but, masmuch as the truth of the mat- 
ter IS that bank credit does have a very significant influence on the price 
level, which is mdependent of the mfluence of other forms of credit, the 
doctrme of the reflux, in so far as it pertamed to repayment, was definitely 
erroneous However, it is not to be considered as completely mvahd, for 
price ngidities may very well mean that there are some repayments that 
would not occur m the absence of these rigidities On the other hand, un- 
der conditions of pessumstic doubt m regard to the future, there can be no 
question that bankers would find it practically very difficult, if not im- 
possible, to extend the volume of their credit on loans that could be con- 
sidered reasonably sound and at rates that are feasible This is a very real 

77 These writers were not so much antiquantity theorists as they were quantity theorists of 
a low order of merit, despite their statements to the effect that an increase of note issues 
would be a result of high prices, not a cause They beheved the purchasing power of a com- 
munity to consist not only of coins, bank notes, and deposits but of these plus all other forms 
of credit and (at least Mdl, Tooke, and FuUarton) that the various forms of credit are freely 
interchangeable, and they beheved that trade credit in the aggregate was vastly more im- 
portant than the other forms of purchasing power Hence they might say that the quantity 
of currency was the result of the pnce level Their mistake lay m the fact that they placed far 
too much emphasis upon other forms of credit than bank credit and failed to see that the 
major influence of these other forms was already taken care of m the velocity figures for cur- 
rency and deposits 
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difficxxlty for more or less Imuted periods of tune Nevertheless, as a gen- 
eralization, their statement that repayments -would prevent overissue was 
inaccurate 

In so far as these writers thought of the reflux as the depositing of notes 
not needed, their reasonmg again is not to be commended They conceded 
that bank credit might be extended unduly if not granted for bona fide 
busmess purposes and that deposits could be used for (substantially) all 
the purposes that notes imght serve To deny, in the face of these con- 
cessions, that notes can be overissued because they can be converted into 
deposits IS without sigmficance 

In discussmg the subject of convertibility, they failed to give sufficient 
weight to what was perhaps the most significant criticism that the cur- 
rency school had to offer of the existing monetary and banking arrange- 
ments, which was that, whereas convertibihty operated to set a maxunum 
limit for the long run, the actual volume of bank credit might vary con- 
siderably m the short run 

On the subject of the mfluence of the rate of mterest on the volume of 
bank credit, the doctrines of the banking school agam were deficient as 
applied to the long run, but, nevertheless, the difficulties of inducing busi- 
nessmen to borrow more by means of a low rate, if applied at times of gen- 
eral depression, are very real, and likewise a high rate durmg boom condi- 
tions IS hkely not to be so restrictive as some of the advocates of rate pol- 
icy would like to believe In given situations the rates that might be ef- 
fective may well be so excessively high or low as to be unattamable m the 
actual world 

Despite their theoretical differences, the bankmg school and the buflion- 
ists, with the exception of Ricardo and Thornton, were in agreement on 
the subject of banking pohcy Both held that convertibility only would 
provide a sufficient degree of (legislative) control of the volume of notes 
issued, and Thornton among the buUiomsts agreed with the bankmg 
school to the effect that the Bank of England should hold so large a reserve 
as to be in a position to withstand a considerable external drain Thornton 
and Ricardo, however, would have permitted some degree of discretionary 
management of the currency by the Bank of England, whereas it was pre- 
cisely this that the currency school desired to avoid, while the bankmg 
school took no definite position on this question As to the degree of 
strmgency to be adopted by the Bank durmg an external dram, the bul- 
honists evidently stood somewhere between the currency and the bankmg 
schools 

Concerning the doctrine of hoards, held by the banking school, see below, pp 120-21 As 
to the special position of Ricardo and Thornton, see above, pp 45, 55-58 
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AMONG those writers who did not definitely align themselves 
with either the banking or the currency school, Sir John William 
•T ^ Lubbock, Samuel Mountifort Longfield, James Pennmgton, and 
Thomas Joplin in particular ment some consideration These men, with 
the possible exception of Longfield, had a far clearer conception of the na- 
ture of deposit bankmg than any of the writers considered in the preceding 
chapter They saw fully the significance of deposits as a means of pay- 
ment, although this was not true of Jophn in his earhest wiitings, and 
Pennmgton might have mcluded deposits of only the London banks All 
save Longfield were completely aware that deposits are created through 
the lending process ^ In one of his earhest works Joplin asserted that the 
banks should lend only money which had been “saved out of mcome’ ,* 
but he mistakenly believed that nonnote-issumg banks would do just this ^ 
In his later writmgs, however, he showed clearly how the banks might 
bring about variations m the arculating medium m the form of deposits, 
by means of expansions and contractions of their loans 
Longfield denied that convertibihty would prevent overissue, pomting 

■ [Sir John William Lubbock], On Ctirrency (1840), pp 2, 5-6. 32. [Samuel Mountifort 
Lon^eld], “Bankmg and Currency,” a series of four articles published in the Dublin Univer- 
sity Magazine, XV (1840), 4-5, and XVI, 6n-is, James Pennmgton, a paper printed as an 
appendix to Thomas Tooke’s Letter to Lord Greimlle (1829), pp ii9-2i> two memoranda writ- 
ten to Huskisson in 1827 but published later and anonymously, p I3> loKirkman 

Ptnlay, Esq (1840), pp 52, 70. and a letter on the London bankmg system pubhshed as 
an appendix to Jolui Cazenove, Supplement to Thoughts on a Fern Subjects of Political Economy 

^^^LubbwkVas'the first writer to present an entirely acceptable equation of exchange of the 
Pisher type (op cit , p 4) For this equation and also those of two earher writers see Jacob 
Viner, Studies m the Theory of International Trade (1937), p 249, and Arthur W Marge , 
The Theory of Prices, I (1938), lo-n 

“ Thomas Joplin, Views on the Subject of Corn and Currency (1826), pp 3S-36. 39 
3 Thomas Joplm, Outlines of a System of Political Economy (1823), p 267, 
of Mr Jophn’ s Views on Currency (1825), pp 7. 12. Digest of the Evidence on the Bank Charier 
Taken before the Committee of 1832 (1833), PP 39-40. 46 

< Thomas Jophn, The Cause and Cure of Our Commercial Embarrassn^nts (1841), PP *^33, 
40 In 1838 Joplm published a seventh edition of his Essay on the General Principles and Dreseni 
Practice of Banking, in England and Scotland, which had ongmally been pubhshed m 1822 In 
this later edition he showed that deposits can be created by means of loans (pp 103 41. c 
whether this statement appeared m the first edition I am unable to say 
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out that undue issues, instead of being returned to the banks, would raise 
the price level, thus causing the exchanges to rise and gold to flow out = 
Similarly, Joplin, while conceding that the necessity of holding a reserve 
constitutes a restraint upon overissues, nevertheless thought this check 
not a very “eflicacious” one ® 

These four men charged that a means of payment provided by the 
banks tends to be perversely elastic Lubbock asserted that the reserve 
ratio of the country banks varied with the "state of confidence” and that 
the lower the ratio (but he wasnowreferrmg to the Bank of England), the 
greater the variation in the currency in consequence of gold movements 
If the system of note issue were such that the amount of notes (f) exceeded 
the amount of gold reserves (b) by some constant amount (k), he was fear- 
ful that the Bank of England would not be protected from exhaustion of 
its reserves even though h amounted to as much as £10,000,000 If the re- 
lationship were f = ng,m which ms a fixed multipher (the reaprocal of 
the reserve ratio), he beheved that the “country could not endure the op- 
eration of any rule” by which n for the Bank of England was greater than 
2 , for with any larger multipher the changes in bank money ui response 
to gold movements would be so great as to be disastrous He concluded 
that It IS a matter of doubt “whether any bona fide system of convertible 
currency can exist with advantage to the pubhc, and profit to the issuer 

Longfield claimed that the banks injuriously increase their issues when a 
“spirit of overtradmg is prevalent” and harmfully reduce them when 
“trade begms to stagnate He ascribed this tendency to the fact of nu- 
merous banks of issue, and therefore he preferred that notes be issued by a 
smgle bank This conclusion he based upon a pecuhar notion as to the 
manner m which a system of competmg banks operates to expand the cur- 
rency His views on this subject will be presented shortly Pennington con- 
tended that expansion by the banks leads to speculation and an unfavor- 
able exchange rate and thus eventually to contraction, commeraal em- 
barrassment, and panic He therefore charged the banks with responsi- 
bihty for alternations of “extravagant expectations and disappointed 
hope He apparently beheved this to be the mevitable tendency of a sys- 
tem of competmg banks Jophn claimed that country bankers mam- 

s “Banking and Currency,” op ctt , XV, 7-8 

« Vt-ews on the Subject of Corn and Currency, p 39, An Illustration, p s 

I Op cit , pp 4, 26-29 (the quotation is from p 29) 

* “Banting and Currency,” op ctt , XV, 219, 222-23 

« Memoranda of 1827, pp lo-ri > A Letter to Ktrkman Finlay, p 68 
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tamed an unvarying rate of discount, instead of confor min g to the “true 
rate of interest” and that therefore the currency “expands and contracts, 
instead of the interest of money nsmg and f allin g 

Pennmgton denied that the exchanges furnished an acceptable guide for 
the regulation of bank money under the banking arrangements m effect m 
1827, and Lubbock was equally skeptical The former claimed that the ex- 
changes gave only a “feeble and uncertam” intimation as to suitable ac- 
tion,” while Lubbock mamtamed that the effect on prices of a change in 
the quantity of circulatmg medium, and thereby on the exchanges, “is 
slow and uncertam” and that therefore the banks rmght contmue either 
to increase or to decrease their issues long after contraction or expansion 
should have commenced 

Of this group of writers only Longfield specifically criticized the real- 
bills doctrine He pointed out, as had Thornton and others, that a given 
bill of goods might be sold a number of times, each sale giving rise to a 
bona fide bill, and he also beheved that there was no sharp Ime of demar- 
cation between real and accommodation biUs '■' Because he thought con- 
traction by the banks would cause commercial embarrassment, Jophn at 
one time indicated opposition to the restriction of discounts to short-term 
bills He beheved loans on mortgages and other “permanent advances” 
desirable as a means of reducmg fluctuations m the currency However, 
at anotlier time, when he was considering the possibfiity of a need for cash 
with which to redeem notes, he unfortunately expressed a preference for 
short-term bills but he also suggested that hqmdity might be mamtamed 
by means of mvestment m marketable (long-term?) securities 
All these men looked upon the rate of mterest charged by the banks as a 
factor m determming the amount of bank loans, but they did not suggest 
that a central bank might deliberately manipulate its rate for the purpose 
of achieving some given end Lubbock stated that a low rate of interest 
was conducive to speculation, the “generation of bills” and foreign lendmg, 
that borrowers would not pay interest on loans when funds were “unpro- 
ductive”, and that regulation of bank issues by the exchanges might be 
“modified by alterations m the rate of discount Longfield asserted 
Thomas Jophn, An Analysis and History of the Currency Question (1832), pp 109-12 
Memoranda of 1827, pp 8-9 

'3 Op at , pp 20-21 “Bankmg and Currency,” op cit , XVI, 388 

'3 Illustration, pp 22-23, Views on the Subject of Corn and Currency, pp 37-38, Advan- 
tages of the Proposed National Bank of England (1833), P 
Essay (7th ed ), pp 15-16, 23-24 
Digest of the Evidence, p 39 


3* Op at , pp 6, 17, 
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that an increase of issues was always possible with a reduction of the rate 
The checks to an excessive issue Pennington held to be the discretion of 
the banks, a high rate of interest, an export of gold, and a dram of specie 
into hand-to-hand circulation, but he was skeptical that any of these 
would operate with a satisfactory degree of precision under the existing 
banking arrangements As to the rate, the significant thing was the rela- 
tion between the bank rate and the “current rate Joplm had more faith 
m the rate He many times reiterated the assertion that the amount of ad- 
vances depended upon the relation between the rate charged by the banks 
and the “natural rate,” the “true rate,” the “worth” or “value” of mon- 
ey ” Since the country bankers were dealers in both “currency” and “capi- 
tal,” they could not know what the “true rate of mterest” on capital was, 
and therefore they charged an unvarying rate, with the consequences 
noted above (p 103) ® 

The manner m which banks of a competmg group operate to expand the 
circulating medium was first adequately analyzed by Jophn, and his ex- 
planation was also the best to appear m the Enghsh language before the 
publication of H J Davenport’s in 1913 Penn- 

mgton made a similar analysis, and Adam Dickson had made a good be- 
ginning on the problem But before presentmg the analyses of Joplm and 
Pennmgton, it will be desirable to consider the doctrme to which their dis- 
cussions were, in fact, an answer, although they were not explicitly pre- 
sented as such 

In 1804, Lord Kmg had pomted out that an excessive issue of notes by 
a particular bank would soon be detected by its rivals, and the offending 
bank would be required to redeem the excess in the currency m which its 
notes were payable, and Smith imphed as much,’^ but it was not until after 
1826 that the effect of overexpansion on the clearing balance of the expand- 
mg bank was generally recognized In the latter year a Lords committee 
held hearmgs on the subject of permitting bank notes of lower denomina- 
tions than £5 Before this committee there was presented for the first time, 
by a number of witnesses from Scotland, the doctrme, which durmg the 
next century was to gam adherence from a very large proportion of waters, 
to the effect that adequate clearmg facihties (the doctrme has been ap- 
“Banking and Currency,” op «i , XVI, 388 

’“Tooke, 0^ cil,pp 124-27 

“ Outhnes, pp 199-200, AnlUustrakon, pp 22-23, 37“38, The Catise mid Cure, p 33 

” Jophn, An Analysts and Eislory of the Currency Question, pp 109-12, Currency Reform 
Improvement Not Depreciation- {1844), p 25 

M Lord King, Thoughts on the Effects of the Bank Restrictions (2d ed , 1804), p 100, Adam 
Smith, TheWealthof Nations, eA Edwin Cannan (1937), p 313 



BRITISH OPINION FROM 1821 TO 1860 


loS 

plied to the clearing of both notes and deposits) will prevent the overex- 
pansion of the notes (or deposits) of any individual bank, with the conclu- 
sion (frequently imphcit) that thereby overexpansion by the system will 
also be prevented 

Thomas Doubleday m 1826 answered this argument by poin tin g out 
that the clearmg process would merely prevent any individual bank from 
mcreasmg its issues disproportionately to the other banks Sir Wdham 
Clay, Norman, and Loyd made similar statements However, none of 
these four writers went on to analyze the manner in which the system 
would operate to expand the total of the currency Joplin was the first to 
do this, m 1826,'“* although he presented a better analysis in 1841 His 
statement merits quotation at some length 

Every banker m London has therefore the power of creating bank money, and as 
money can always be lent at one rate of interest or another, there is no other limit to 
the exercise of this power than his own prudence Whatever bank money he creates, 
he must undertake to pay m cash on demand, and I apprehend that bank money is 
always created by the bankers to the full extent that prudence will permit If one- 
fifth of their deposits m cash be sufficient to meet any demand for payment by their 
depositors, for every thousand pounds of cash deposited with them, they discount 
to the extent of £5,000, and create £5,000 of bank money 

The process, by which this is done, is not observable by the bankers themselves, 
but may be easily traced £r,ooo cash, for mstance, is deposited with a banker beyond 
the amount of cash, say 20 per cent , which his previous deposits required hun to keep 
His deposits are consequently increased one thousand, and his cash one thousand But 
as it IS necessary for him to keep only two hundred pounds m cash, to meet the additional 
£1,000 of deposit, he has £800 to spare, to be lent on securities This sum he lends ac- 
cordingly to parties who pay the amount, we shall assume, to the credit of their ac- 
count with some other banker, who bemg, as we shall suppose, m the same situation, 
finds his cash increased £800, and his deposits £800, and he has m consequence £640 to 
spare, which he lends accordmgly This agam bemg paid into another bank, the same 
operation, again occurs, and so it goes on from bank to bank until the thousand pounds 
has created for itself deposits to the extent of £5,000 The reverse of this takes place 
when £r,ooo is withdrawn from the banks the deposits or bank money is contracted 
to the extent of £5,000 “i" 

Joplin overlooked some factors that would have a bearmg on the prob- 
lem He did not consider, for example, whether the new deposit of £1,000 
might not be so quickly dissipated as to reduce the cash “to spare” to less 

=■1 Thomas Doubleday, Remarks on Some Points of the Currency Question, m a Review of 
Mr Tooke's "Considerations” (1826), pp 30-31 

“5 Sir Wdham Clay, Remarks on the Expediency of Restricting the Issue of Promissory Notes 
to a Single Issuing Body (1844), p 49, George Warde Norman, Remarks upon Some Prevalent 
Errors (1838), p 52, Samuel Jones Loyd, Remarks on the Management of the Circulation 
(1840), p 84 

Views on the Subject of Corn and Currency, pp 44-45 
” The Cause and Cure, pp 33-34 Substantially the same statement is made, but with the 
analysis extended to cover the process of contraction, m Currency Reform, pp 43-45 
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than £800, he did not consider the possibihty that there might be a dram 
of cash into hand-to-hand circulation (although tins possible criticism 
would not apply if the banks had the power of issuing notes with the same 
reserve ratio as was required for deposits) , and he ignored the probabihty 
that some of the checks drawn against the derivative deposits would re- 
turn to the drawee bank However, the quantitative significance of all 
these factors is problematical, and only the second would affect the result 
for the system as a whole In any case, the essentials of the expansion proc- 
ess were clearly and accurately portrayed by Jophn 

Penmngton also pointed out that, as one bank expands, it wfil lose cash 
and that m this way the system as a whole will gradually expand, despite 
the fact that the individual bank is hrmted, to a degree, in its expansion 
However, one of his conclusions was not quite accurate He stated that 
it IS only during periods of extraordinary speculation that the bankers are 
induced greatly to extend their arculation, “each bemg persuaded that, 
at such a penod, his competitors wiU pursue the same course, and, by so 
doing, prevent the inconvenient pa3anent to each other of large balances, 
at the period of mutual hquidation It is doubtful that bankers reason 
in any such manner as this quotation suggests, and in any case it would 
not be a prereqmsite to expansion by the system If a smgle bank ob- 
tained an accession of cash from outside the system, this bank could ex- 
pand, and thereafter the expansion for the system would, or could, proceed 
precisely as mdicated by Jophn and by Pennington himself If aU banks 
received such an accession of cash or if they were willmg to reduce their 
customary reserve ratios and if each extended its loans, but only to such 
an extent as would be safe upon the assumption that other bankers were 
not going to extend their loans, then there would not, m fact, be adverse 
clearmg balances Hence each banker would find that he stfil had a higher 
reserve ratio than he felt was necessary, and consequently loans could be 
further extended immediately In reahty, of course, this second case of 
simultaneous expansion by all banks is covered by the first case of an 
mitial expansion by a single bank 

Longfield also analyzed the problem of expansion but came out with 
conclusions m part diametrically opposed to those of Jophn and Pennmg- 
ton He contended that if one bank expanded there would be a consequent 
dram of cash mto hand-to-hand arculation (a very real possibility which 
Jophn and Pennmgton ignored), this dram bemg in proportion to the share 
of each bank m the total note arculation after the given bank had ex- 
panded He failed, however, to see that there would also be an adverse 
Tooke, op cit , pp 120-22 
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clearing balance for the expanding bank, and he therefore came to the 
mistaken conclusion that the other banks would have to contract rather 
than expand if they desired to mamtam a given reserve ratio He asserted 
that a bank with large capital might ruinously dram off the gold of its 
rivals merely by expandmg its own issues, and he concluded, therefore, 
that a bank might be driven m self-defense “to take up the system of over- 
trading adopted by its competitors ” Hence it is, he thought, that a sys- 
tem of competmg banks produces alternate expansions and contractions of 
the currency 

In 1857, G Arbuthnot rather inadequately explamed the process of ex- 
pansion, giving credit to Penmngton,^'’ but, although durmg the next half- 
century there were occasional references to this problem, there appeared 
no really competent analysis of it during that time 

Although aU these men leaned m the direction of the theories of the cur- 
rency school, their suggestions on the subject of pohcy nevertheless were 
not m agreement with those of the latter writers Longfield held that the 
Bank of England should “afford a certain uniform support to trade” by 
not granting credit too freely at one time nor unduly contractmg it at an- 
other For this purpose he thought there was merit in some such rule as 
that of 1832, provided there was only one bank of issue, but apparently 
he believed the problem of avoidmg disastrous fluctuations of the currency 
impossible of solution under the then existing conditions of numerous 
banks of issue 

As early as 1823, Jophn presented a plan for banking reform m accord- 
ance with which he claimed that “the currency would dilate and contract 
m the same manner as with a metalhc circulation”, and m 1844 he sug- 
gested a somewhat different plan with the same end in view “ The first of 
his plans would have provided for the estabhshment of pubhc note-issumg 
banks, while the second would have required the government to take over 
the bank-note issues and become directly responsible for them In both 
cases he would have provided for a one-for-one expansion or contraction of 
note issues as gold came into or left the country Nevertheless, despite the 
fact that both he and the writers of the currency school desired to have the 

“Banking and Currency,” op ctl , XV, 218-19 McCullocli had previously presented an 
analysis so much the same as that of Longfield as to suggest that the latter merely appropri- 
ated it from him ([J R McCvXl<xii],E^siorlcalSke^chof the Bank of England [i& 3 t],pp 47-50, 
see also Vmer, op ctt , p 241) 

3° G Arbuthnot, Sir Robert Peel’s Act of 1844, Regulating the Issue of Bank Notes, Vindi- 
cated (1857), pp r6-i7 

n “Bankmg and Currency,” op cit , XV, 13, arS-ig, XVI, 618-19 
Outlines, 'Q 264, see also 4 »/WiMlftifao»,pp 8-10 n Currency Reform, pi? 63-67 
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currency vary as it would were it exclusively metalhc, he criticized the 
contention of the latter that the Bank should allow its issues to expand 
and contract to the full extent of imports and exports of buUion Apparent- 
ly, the basis for this criticism was his opposition to the multiple expansion 
and contraction of bank money (in this connection he emphasized the de- 
posits of the London banks) under the conditions of fractional reserves, 
which, it will be remembered, was precisely what Torrens thought nec- 
essary 

I have found it impossible to discover adequate reasons why Joplin 
should have thought his schemes would prevent this multiple expansion 
and con ti action What he apparently rehed upon was his behef that mcom- 
ing gold was returned in London under the existing banking arrangements 
and used only by the London banks as the basis for a multiple expansion 
of deposits (and contrariwise in case of an export of gold), whereas his re- 
forms would disperse imported gold more widely throughout the country 
These were totally unjustified assumptions Even though he desired the 
currency to vary as though it were metalhc, he contended that the possi- 
bility of expanding a paper (fractional reserve) currency on such extra- 
ordinary occasions as panics constituted an advantage to be set off agamst 
the many evils of such a currency 

Consistently with his general attitude to the effect that deposits are cir- 
culating medium, Pennmgton sharply criticized the proposals to separate 
the departments of the Bank and to hrmt only the issue of notes He 
pomted out that if the deposits of the Bank were reduced in consequence 
of a demand for bidhon for export and if the Bank also contracted its notes 
to a corresponding extent, the total of the circulatmg medium would then 
be contracted to a greater extent than it would have been had the currency 
been purely metallic However, he agreed that a paper currency should 
vary as would a metalhc one For the purpose of preventmg undesirable 
fluctuations in the currency he made the following proposal 

If the Bank of England were the sole issuer of paper money, or it the country banks 
were, m all cases, directly, and immediately, controlled by the bank, the means of pre- 
venting this source of unmtended mischief would be obvious and easy Nothing more 
would be necessary than that the bank should constantly hold a fixed amount of the 
same unvaiymg species of securities If its outstanding habihties amounted, at any 
particular time, to £26,000,000, and if, against these, it held £18,000,000 of govern- 
ment securities, and £8,000,000 of buUion, then, by confinmg itself to the £18,000,000 
of securities, the action of the foreign exchange would necessarily turn upon the gold, 

34 Ikd , pp 25-30, 34-38, 43-49. SS, S9 

35 Digest of the Evidence, pp 55-56 

33 A Letter to Kirkman Finlay, pp 89-91, in , Thomas Tooke, History of Prices, and of the 
State of the Circulation, HI (1840), 279-88 
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at one time the bank might have sue, at another time ten, and at another eight millions 
of treasure, and in all cases, its paper would contract and expand accordmg to the in- 
crease or diminution of its bullion 

There is an important difierence between the above suggestion and ei- 
ther the proposals of the currency school or the Rule of 1832 Like the lat- 
ter, but unlike the former, Pennmgton would have reqmred that only the 
total of notes plus deposits vary m response to gold movements but would 
have permitted a free variation of the two, relative to each other How- 
ever, the Rule of 1832 apphed only to the Bank of England, whereas it 
was an essential part of Penmngton’s proposal either that the Bank be 
made the sole issuer of "paper money” or that it be given rigorous control 
over the countiy banks Consequently, his scheme would have provided 
for a much more effective control of the supply of circulatmg medium than 
would the Rule 

If there is any merit in a central institution, surely it hes m the fact 
that such an agency may either control the member-banks or offset their 
undesired actions that cannot be controlled To apply, therefore, to the 
central bank a strait jacket while leaving the member-banks complete 
freedom is to reverse the conditions under which the money supply might 
be controlled most satisfactorily, and yet it is difficult to see how precise 
control over the deposits of the country banks could have been secured if 
fractional reserve bankmg was to be retained Clearly, the Rule of 1832 
was unwise 

More or less mdependently of the central issues m the banking and cur- 
rency school controversy and of the ideas of Pennmgton, Lubbock, Jophn, 
and Longfield, the subjects of competition in bankmg, elasticity of the cur- 
rency, and liquidity received some attention during the years from 1821 
to i860 

A considerable number of writers held that competition in bankmg is 
desirable, but their defense for this pomt of view was usually not much 

” Memoranda of 1827, p 14 

3* Viner criticizes the Rule, if applied under an international metallic standard, on the 
ground that it “could lead to serious and lasting disequilibrium between the mtemal and the 
external world price levels, and therefore to exhaustion or to mdefinite accumulation of gold 
reserves” (0^ cit,pp 225-26) Exhaustion of reserves would be possible, and if, for example, 
there were difierent national rates of technological advance, indefinite accumulation of gold 
also would be possible, but no more so than under an automatic gold standard, and it would 
be due to the presence of the changes in technology, not to the apphcation of the Rule I under 
stand, however, that Vmer by the words “could lead to” means merely that under the Rule a 
central bank could do nothmg to prevent the mflow This would be true Nevertheless, m order 
to avoid what would be an indefinite accumulation under an automatic standard, even a 
central bank unfettered by this Rule rrnght find it necessary to extend its obhgations so greatly 
as to make maintenance of convertibility difficult or impossible 
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more than, assertion, and in some mstances it was merely that Of this lat- 
ter sort IS a statement in a petition of pnvate country bankers 

The notes of one Banker may displace the notes of another Banker, but the aggre- 
gate amount of notes m circulation cannot be increased by any efforts which competmg 
Bankers can make, competition itself, among the issuers, being the sure guarantee 
against any undue increase of their issues 

Another mterestmg assertion was that to be found in a petition of mer- 
chants, manufacturers, and shipowners of Glasgow These men held that 
It is impossible m the nature of things there can be free trade m commodities in the 
true sense, if the trade m the very means or instruments by which commodities are to 
be measured or estimated and interchanged is a monopoly in the hands of compara- 
tively a few privileged parties, whose mterest is adverse to the interest of all other 
classes of the commumty 

A number of men, among them G M Bell, William Newmarch, and 
Thomas M Weguelm, repeated the argument of the Scotch bankers in 
regard to clearing and redemption of notes and held that under competitive 
conditions this operation would prevent overissue Newmarch and Weg- 
uelm claimed that the presentation of notes for redemption under condi- 
tions of competition might even reduce the quantity of notes, presumably 
as compared with issuance under monopohstic conditions This claim is not 
without plausibihty, for greater uncertamties as to presentation of notes 
might lead to the mamtenance of higher reserve ratios under competitive, 
than under monopohstic, conditions, but nevertheless it does not then fol- 
low that competition would adequately restrict the volume of issues 
Moreover, while the total amoimt of bankmg liabihties might be less un- 
der competition, the extent of fluctuation would probably be greater, and 
it IS this latter factor which is eventually the more important 
Both G Poulett Scrope and James Wflson held that competition would 
force each bank to pursue conservative pohcies m order that it might ob- 
tain the confidence of the public Thus, they thought, competition would 
result m soundness of the mdividual banks, and they cited Scotland as a 
country in which competition had, as they beheved, worked out m this 
manner Wilson also complamed that he had been unable to discover 
31 Committee of Pnvate Country Bankers, Reasons agatnsl Legzslahve Interference with the 
Present System of Cmnlalzon (subnutted to Sir Robert Peel, Bart ) (London, 1844), PP 13-14 
I am mdebted to Professor Vmer for this reference 

■<“ This petition is prmted in Great Bntam, Parhament, House of Commons, Report from 
the Select Commltee on Bank Acts (1857), Part H, p 36t 

G M Bell, The Country Banks and the Currency (1842), p 144, the statements by New- 
march and Weguelm are to be found m the Report of the committee of 1857, Part I, pp 145 
and 87 

G Poulett Scrope, On Credst Currency, and Its Superiority to Co in, m Support of a Petition 
for the Establishment of a Cheap, Safe, and Sufficient Circulating Medium (1S30), p 68, James 
Wilson, Capital, Currency, and Bankmg (1847), p 99 
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why so many “uncompromising free traders” objected to the apphcation 
of the prmciples of free trade to the issuance of bant notes, or why these 
same objectors thought free trade m banking desirable so long as the bank 
did not issue notes payable on demand His conclusion, however, was not 
that both tjrpes of bankmg should be controlled but that both should be 
given complete freedom 

Samuel Bailey held that governmental mterference with a paper cur- 
rency ought to be analogous m design to control of the comage By this he 
meant that the government should msure that the paper was issued m con- 
venient denommations, that it was safe, and that it was not ovenssued 
This statement seems not to be a defense of competition, but, m fact, he 
apparently felt that the requirement of convertibility and competitive 
conditions were adequate to mamtam safety and prevent ovenssue He 
contended that under a monopoly of note issue “the necessity wiU exist of 
havmg recourse to arbitrary assumptions and empirical expedients”, but 
if the currency were issued under conditions of competition and were at 
all tunes convertible, it would be “capable of adaptmg itself by those in- 
sensible contractions and expansions which no human sagacity can ever 
effect, to the perpetually varymg wants of the community 

W Little asserted that competition m moneylendmg generally is de- 
sirable, and Thomas M Weguehn, from apparently somewhat the same 
point of view, contended that competition tended to reduce the rate of 
interest to as low a figure as possible Each of them indiscrimmately car- 
ried over his argument to a defense of competition m bankmg generally, 
mcluding the creation of bank money John Stuart Mill would have re- 
moved all restrictions upon the issuance of bank notes except that of con- 
vertibihty and the prohibition of one-pound notes He thought that, as a 
matter of pimciple, it did not much matter whether the issuance of notes 
was competitive or restricted to a smgle bank, but, because there had al- 
ways been numerous issuing banks, he was mchned to recommend that 
there be no restrictions as to number 

Richard Cobden’s position is not entirely dear, but it rather appears 
that he did not carry over his defense of freedom of trade to the subject 
of bankmg (at any rate, not to the issuance of notes), although the follow- 

■f’ Wilson, op at , pp 2S1-84 

■<‘t Samuel Bailey, Money Its VmssiHides tn Valve (1837), pp 155, 214, 218-19 

■IS W LitUe, two letters to the Scotsman, December, 185s, and January, i8s6, repnnted 
in George Combe, Tie Currency Queshon (6th ed , 1856), p 37, Weguehn, m Report of com- 
mittee of 1837, Part I, p 71, Mill, itnd , pp 177, 182 
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ing statement may at first thought appear to mdicate an attitude favor- 
able to competition in this field 

The very terms of regulating the currency and managing the currency I look upon 
to be an absurdity, the currency should regulate itself, it must be regulated by the 
trade and commerce of the world, I would neither allow the Bank of England nor any 
private banks to have what is called the management of the currency 

Cobden would have restricted note issues to the Bank of England and 
would have subjected its issues to some means of control that would have 
resulted m automatic variation of the volume of notes with changes in the 
quantity of specie held Apparently, he then would have left the banks 
complete freedom m their deposit busmess He objected to any measure 
“which left it to the discretion of mdividuals to regulate the amount of the 
currency by any prmciple or standard whatever 

The issues were not well joined by the proponents and critics of compe- 
tition, but, nevertheless, the critics did have arguments, even though they 
frequently were not directed at any specific contentions of those who de- 
fended competition One argument of the latter group was, however, ex- 
phcitly answered This was the claim — implicit in the contentions of the 
Scotch bankers, frequentlym those of the writers of the banking school, and 
defimtely stated by Bell, Newmarch, and Weguehn — that competition 
would prevent overissue because it would result in frequent presentation 
of notes (or cleanng of checks) I have already referred to the mere denials 
of this contention by Doubleday, Clay, Norman, and Loyd, and to the 
analyses of Pennington and Jophn, which showed quite completely the 
fallacy of this doctrme Pennmgton emphasized the pomt that competition 
would tend disastrously to reduce issues durmg a depression, as well as un- 
duly to expand them m a period of “commeraal excitement 

Loyd asserted that monopoly in the issuance of money was one of the 
few defensible monopohes Apparently he understood, as Wilson, for ex- 
ample, did not, that there is an essential difference between rehance upon 
competition for the organization of economic activity and competition 
in the creation of circulatmg medium In the same vein as Loyd, Longfield 
held that a smgle bank of issue could be gmded by the demand for gold m 
exchange for bank money, whereas neither this rule nor any similar one 
could guide the actions of competing banks McCulloch asserted that 
the issues of the Bank of England were usually controlled by the exchanges 

-t* Cobden, in Report of the committee of 1840, pp 37-40 (quotations are from p 37) 

See above, pp 104-7 
ctt,p gS 

« “Banking and Currency,” op cU , XV, 218-19 
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and that country competitive bankers, on the contrary, were controlled 
largely by local conditions, feeling that, even though the exchanges might 
mdicate the desirabihty of contraction, the contraction by any mdividual 
bank would be imperceptible and therefore not worth while The conten- 
tions of Longfield and McCulloch are open to the objection that the rigid 
control of note issues which they favored could as easily have been apphed 
to the country bankers as to a smgle bank of issue, as, mdeed, it was ap- 
phed to the Scotch bankers by the Act of 1845 Essentially they were argu- 
mg foi rigorous governmental control to avoid competition m note issues, 
which IS not quite the same thmg as control by a private banking monop- 
oly While their conclusions, therefore, must be construed as a criticism of 
competition and presumably also of private monopoly of note issues, they 
nevertheless are not qmte conclusive as to the position of these men on the 
question of monopoly 

Only Sir WiUiam Clay really brought out the issue of competition 
sharply After pointmg out that competition would prevent neither undue 
expansion nor contraction of bank money, he went on to say that, even 
though the right of issue were confined to one, two, or three banks, there 
would be the same Und of danger, but perhaps not in the same degree His 
very good statement with regard to a monopoly of the right of issue fol- 
lows 

If even we could be secure against the bias to which a natural wish to consult 
the interests of their propnetors must expose the directors of a bank, there will still 
remain the danger of over-issue from the sympathy which such parties will always 
feel for the real or supposed necessities of the commercial world, with the daily transac- 
tions of which they are mixed up, and of which they commonly form a part 

Both Loyd and Norman stated that they objected only to competition 
in the issuance of notes and not m the acceptmg of deposits and the mak- 
mg of loans One suspects that they were agam exhibitmg their confusion 
on the subject of deposits, but, be that as it may, they, as weU as Little 
and Weguelin, rightly saw that moneylendmg, if chssociated from money- 
creation, can as weU be earned on imder competitive conditions as any 
other econoimc activity The difficulty for them, as weU as for a host of 
other writers before and smee their tune, apparently lay m the fact, which 
they did not see, that moneylendmg, money-creatmg, and the acceptmg of 
deposits by commercial banks are not dissociated activities and cannot be 
if the bankmg system is not to be fundamentally changed This fact great- 

s"! R yicCvHodh, Essays on Interest, Exchange, Corns, Paper Money, atid Banks (1831), 
P 152 

s" Clay, op cit , p ss 

5^ Norman, op cit , p SS, Loyd, m Report of the committee of 1840, p 243 
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ly complicates the problem of preserving competition in lendmg, while at 
the same tune securing a centralized control of the money supply 

Whereas Samuel Bailey had used the similarity between coinage and 
the issuance of bank notes as a defense for competition, Sir Wilham Clay 
and others held, on the basis of the same comparison, that there should be 
centralization and governmental supervision of note issues, and there was 
a degree of vahdity in the point of view of each side m this particular differ- 
ence of opmion Bailey was correct m impl3nng that governmental control 
of comage left the quantity of money corned to the determination of mar- 
ket forces, but he overlooked the fact that waves of optimism and pessi- 
mism would have greater significance m brmgmg on fluctuations m the 
quantity of bank, than of metallic, money Moreover, he was beggmg the 
question when he assumed that governmental control of coinage repre- 
sented the ultimate degree of perfection m monetary policy Clay, on the 
other hand, apparently was makmg an unwarranted assumption to the 
effect that control of the coinage did mean that the government fixed the 
quantity of corned money, but his feehng that the control of the monetary 
system was a governmental function was sound A given, but not neces- 
sarily any particular, monetary pohcy is a prerequisite to the satisfactory 
functionmg of a competitive system, money-creation is not on the same 
plane as buying and selhng activities m the commodity markets 

George Combe contended that a “free trade m currency” m the extreme 
would mean that every individual would be permitted to issue currency 
and that the very notion of legal tender, which, he beheved, implies the 
exclusion of aU other things as standards, is incompatible with a thorough- 
going apphcation of free trade in money-creation This argument is hardly 
defensible, for legal-tender laws are not essential to the existence of a cir- 
culating medium, and, even if they were, the government might permit 
individuals freely to issue money so long as it conformed to the defimtion 
of legal tender 

In conclusion, it should be pomted out that the controversy over the 
subject of competition was dismally unproductive of significant ideas, and 
this for at least three reasons (i) The writers on the two sides of the ques- 
tion did not discuss the same arguments (2) With the partial exception of 
Clay, the cntics of competition were not so much discussing the relative 
merits of competition and monopoly m the creation of money as the rela- 
tive merits of unfettered creation of circulatmg medium by the banks (either 
by one bank or many) and a rigorous control of the creation of money by 
the government To have got at the question of the desirabihty of compe- 

S’ op ctt , pp S9-6d 54 op cit , p 26 
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tition as such they should have made some such assumptions as uncon- 
trolled issuance by a single bank, on the one hand, and equally uncontrolled 
issuance by numerous banks, on the other hand ( 3 ) Most of the writers on 
this topic, with the notable exceptions of Penmngton, Jophn, and possibly 
Clay (who was not consistent), largely ignored deposits in this connection 
They faded both to see the significance of deposits as a circulatmg medium 
and to understand fully the unavoidable connection in the existmg bank- 
mg system between the creation of bank deposits, both derivative and 
pmnary (but m different senses), and the makmg of bank, loans 

Durmg the period under consideration there was frequent reference to 
the question of whether there is need for an elastic currency, although the 
phrase “elasticity of the currency” did not come mto general use until 
later In very general terms it may be said that there were two types of 
situations which it was sometimes thought would give rise to a need for 
elasticity First, there were variations m the volume of payments to be 
made because of seasonal changes m output, as m agriculture, or payment 
of interest on the pubhc debt or merely random fluctuations Second, 
there was the question of whether bank credit should be expanded at a time 
when the gold reserves of the banks (usually statements ran m terms of 
the reserve of the Bank of England) were bemg dramed, either for internal 
purposes or for exportation The question of any possible need of elasticity 
in the volume of deposits was ignored While the opponents of elasticity 
were very largely sympathetic with the pomt of view of the currency 
school, and the proponents with that of the banking school, there was, 
nevertheless, a sufficient variety of opimon to justify more detailed analy- 
sis of this problem than has been heretofore presented 

The advantages that were assumed to be derived from an elastic cur- 
rency, from the first of the two pomts of view mentioned above, were usual- 
ly not exphcitly stated The writers seemed to feel that it was obvious that, 
if there were variations m the volume of payments, there should be corre- 
spondmg variations m the quantity of circulatmg medium However, a 
few writers defended their position An anonymous writer asserted that 
the English banking system provided an “elastic currency — expanding 
and contractmg, accordmg to the mcreasmg or diminishing wants of the 
community Samuel Gurney, a London bill broker, thought that the 
extension of note issues at the tune of pajnnent of mterest on the pubhc 
debt would tend to stabilize the rate of mterest, and FuUarton bkewise 
held that, m the presence of a temporary mcrease m transactions, stabfli- 

ss Investigation into the Causes of the Present Distress (1833), pp I am indebted 

to Professor Viner for this reference 
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zation of the rate was a consequence of banking operations It is possible 
that many of the proponents of an elastic currency had this levelmg of the 
rate of interest in mind as the chief advantage Gdbart believed that bank 
notes expand and contract with the “wants of trade” and that therefore 
an increase of notes that is m response to mcreased “quantities of com- 
modities brought to market” will not raise prices 

This group of writers felt that it would be very unfortunate to require 
the currency to vary precisely as would a metallic circulation rather than 
permitting it to vary “exactly as the wants of trade may require ” Most 
of them held, consistently with the Smithian tradition m which they wrote, 
that it was impossible for the banks to increase their circulation unduly, 
that the banks were (or rmght and should be made to be) merely passive 
instruments for the mcrease and decrease of the circulation m response 
to the “wants of trade ” 

There were others who demurred to this notion of the passiveness of the 
banks but who nevertheless desired that variations should occur and who 
therefore approved of the dehberate action of the Bank of England m m- 
creasmg the currency prior to the pa)mient of mterest on the pubhc debt, 
or of payments to the exchequer s* There were other suggestions as to the 
means of providing the desired variation, but they were made in connec- 
tion with the problem of gold drains and therefore will be presented below 
Of direct criticism of the notion of elasticity based on the “wants-of- 
trade” argument there was none Those who may be presumed to have 
been opponents of the idea did not deign to notice it but merely insisted 
that the currency should vary as it would were it purely metallic 

If looked at from the standpomt of the bankers, the problem of provid- 
mg for an expansion of bank credit at a time of dram upon the bankmg re- 
serves IS one of elasticity, but the same problem frequently may be viewed 
from the standpoint of the general public as one of liquidity, for the m- 
creased “need” for money is m many mstances merely a manifestation of 
an increased demand for hquidity For present purposes the problem will 
be considered primarily from the former point of view 

The controversy over this problem after 1844 centered largely m the 
question of whether a “relaxing” power should be given to the Bank of 
England One group of writers held that the quantity of bank notes should 

Gumej before the committee of 1832 {Report, p 250), John FuUarton, On the Regulahon 
of Currencies (1844), p 103 , 

James WiUiam Gilbart, “The Currency and Bankmg," Westminster Reinew, XXXV, 94, 
98, 120, and The History and Principles of Banking (1837), pp 164-63 

s* J Horsley Palmer before the committee of 1832 {Report, p 21) 
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be increased if theie was “internal discredit/’ panic, crisis, or hoarding and 
if at the same time the exchanges were favorable After 1844, therefore, 
this group desired that a “relaxing” power be given to the Bank of Eng- 
land Some felt that the decision to exceed the volume of issues permitted 
by the Act of 1844 should rest with government The committees of 1848 
and 1858 agreed that there should be this power The latter did not indi- 
cate definitely where they would have the authority he The former would 
have had the decision rest with the Bank, but they looked favorably upon 
a suggestion of G C Glyn that the Bank directorate include “certam per- 
sons” who would not be appointed directly either by the government or by 
the proprietors These men would not possess a veto power over the ac- 
tions of the directorate, but if they dissented from such actions they 
might make written reports to Parhament It was the opmion of this 
group of men that the knowledge that the Bank could not extend its 
issues might cause pamc, that panic m any case would lead to hoarding, 
and that actual failure to mcrease issues at such a time would only increase 
the tendency to hoard, with a consequently adverse influence on business 
conditions There were a very few men (besides the writers of the banking 
school) who beheved that power to expand issues m panic was so highly 
desirable, that expansion at such a time should be perimtted even though 
the exchanges were unfavorable, provided a high rate of mterest were 
charged John Torr would have allowed the Bank to mcrease its issues be- 
yond the amount permitted under the Act of 1844 A a mmunum rate of 8 
per cent were charged David Barclay Chapman suggested a shdmg scale 
of rates which would permit the Bank to mcrease its issues in time of 
panic, the rate to be charged rismg as the reserves of the Bank declmed 
to stipulated figures 

In regard to external drains of gold, a distmction was sometimes made 
between those that were permanent and those that were temporary Pal- 
mer, Hubbard, and possibly Longfield made this distmction and contend- 
ed that m the case of supposedly temporary drams no restriction of issues 
should be put mto effect Pahner urged that there were two qmte distinct 
reasons for external drams, one a “deranged state of prices between this 
and other countries, the other, distinct pa3anents which are to be made to 

sf J Horsley Palmer, before the committee of 1848 {Report, pp 81. 85-87, 90, 100), David 
Salomons and John Smith, before the committee of 1858 {Report, pp 78 and 374, respec 
tively) 

^’’Report of the committee of 1848, pp xhv-xlvin, 210, Report of the committee of 1858, 

Report of the committee of 1858, p 331 

Report of the committee of 1857, pp 472-75 
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foreign countues without any derangement of the general prices In the 
second case the dram would stop as soon as the given payment had been 
made, and therefore no protective measures would need to be taken He 
felt, however, that it would be necessary for the Bank to hold a large re- 
serve m order that it might be m a position to mamtain its issues in the 
presence of a dram of this sort Mill made similar, although conflicting, 
statements He distmguished between “limited” and “unhmited” drams 
He first stated that a “dram occasioned by a revulsion from a state of 
over-speculation is m its nature unlimited” and that if the “high state of 
prices, occasioned by an mflated state of credit, contmues, the dram will 
contmue”,®'* whereas later he contended that a dram resultmg from this 
same cause should be met by a very great extension of issues, "because 
there is such a destruction of ordmary credit, that it is necessary that some 
credit should come m to take the place of what is destroyed, m order to 
prevent great calamities 

It IS reasonable to suppose, from the context, that m the first of the two 
above cases Mill had m mind the probability that the overspeculation 
would have produced a pnce level too high for the mamtenance of mter- 
national equilibrium, while m the second case he was ignoring this aspect 
of the problem and assuming merely that the overspeculation had pro- 
duced a “revulsion” m domestic affairs which, m turn, had caused hoard- 
mg He would have called drams limited which grew out of domestic 
hoardmg or which were the result of foreign payments for some such rea- 
son as unusual unportations of com This reference to short domestic 
crops, with resultmg importations of agricultural products for a single 
year, was typical of those who held that there were temporary drams that 
should not be met by contraction In the final analysis, MiU’s position 
seems to have been substantially the same as that of Palmer, Longfield, 
and Hubbard, although he leaves us m some doubt as to the pohcy he 
would have followed if domestic hoardmg and what he would have called 
an “unlimited” jextemal dram had occurred at the same time 

The “die-hards” on this question of drams were Loyd, Norman, and 
Torrens, although Norman m 1838 expressed the opinion that the act to 
separate the departments of the Bank might well contam an elastic clause 
to pernut the Bank to meet severe drams “ While Loyd conceded that 

« Riporl of the committee of 1840, p 138 For statements by Longfield and Hubbard see, 
respectively, “Banking and Currency,” op cit , XV, 12, and John Gellibrand Hubbard, The 
Curreticy and the Country (1843), p 19 

Report of the committee of 1857, p 185 “s pbzd , p lag 

‘^Noiman,op at ,pp 106-7, Samuel Jones Loyd, "Thoughts on the Separation of the De- 
partments," rriicli<i«dO</jerPMjftca/io>wo» and i’a*«rCwfre)tcy, ed J R McCulloch 
(1857), pp 283-84 
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emergencies might arise which would necessitate the suspension of the Act 
of 1844 and while he approved of the suspension m 1847, held that no 
general prmciples could be laid down in advance for deahng with such 
emergencies but that they must be dealt with “accordmg to the pecuhar 
character of the emergency when it occurs ” The important pomt with 
him was to avoid giving the public any feehng m advance that an increase 
of issues could be had when it was wanted, for m that case the pubhc 
would abstain from putting into effect the necessary correctives In gen- 
eral, he objected to discretionary management in the foUowmg terms “I 
consider the Act of 1844 is founded upon a recognition on the part of the 
whole community that discretionary management of the circulation had 
been tned and had completely failed, and that some certam mode of regu- 
latmg the currency must be resorted to 

Norman and Torrens were m agreement with the position taken by 
Loyd Norman also said, however, that if a relaxmg power were given, 
there would be danger of its being used too soon and of its use becommg 
the rule rathei than the exception Moreover, he felt that it was impossible 
to determme the cause of a dram or the extent to which it would go He 
was emphatically of the same opinion as Loyd concermng any “artificial 
management” of the currency Torrens conceded to Tooke that, with a 
large reserve, temporary drams might be met without restriction and 
without immediate danger, but he thought that, nevertheless, it would 
later be necessary to put restrictive measures mto effect if the lost gold 
were to be recoveied, and he also beheved that this later effort to recover 
the gold would have more disastrous consequences than would earher pro- 
tective measures With the exception, therefore, of severe mternal drains, 
each of which they beheved should be managed as a speaal case, the cur- 
rency school consistently held that restriction should be the rule m cases 
of a loss of reseiwes by the Bank of England 

On this subject of what should be the reaction of the banking system to 
a loss of reserves, there was a fifth group, namely, the writers of the bank- 
mg school, with the exception of Mdl, who is included with the third group 
The essential elements of their position have been indicated already They 
beheved that there should be no legislative mterference with the right of 

‘I Report of the committee of 1848, pp 164, 167-69, 184-86 (the quotation is from p 167) 

Report of the committee of 1848, p 312, Report of the committee of 1837, Part I, p 317, 
Part n, p 14 

Robert Torrens, A n Inquiry into the Practical Working of the Proposed Arrangements for the 
Renewal of the Charier of the Bank of England, and the Regulation of the Currency, with a Refuta- 
tion of the Pollactes A dvanced iyMr Tooke {1844), pp 33-34. Seply to the Objections of the W est 
minster Remew to the Government Plan for the Regulation of the Currency (1844), pp 26-27 
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note issue, that the Bank of England should hold a large reserve, and that 
a loss of reserves should not normally result m a restriction of note issues 
They were, therefore, the most thoroughgoing proponents of an elastic 
currency 

The difference between Tooke, at least, and the writers of the currency 
school seems to have been, to some unmeasurable extent, a matter of dif- 
ference of opmion as to the relative importance of the so-called temporary 
and permanent drams Tooke thought t)rpically m terms of “casual pay- 
ments” and argued that these could be taken care of by means of a large 
reserve held by the Bank, but, nevertheless, he did imply that an export 
of bulhon might possibly be due to a “previous excess in the amount or 
value of the circulation” of the country, and he conceded that m this case 
dehberate action by the Bank would be called for FuUarton held that 
exports of bulhon were preponderantly, but by no means exclusively, due 
either to importations of given amoimts of corn or to foreign expenditures 
on account of war, and, while he conceded that more extended drains 
might occur on rare occasions, he was doubtful that any corrective action 
by the Bank was desirable or possible Loyd and those who agreed with 
him, on the other hand,placed much more emphasis upon the “permanent” 
drams which Tooke and FuUarton thought were unusual, and when the 
former did refer to the “temporary” drams, they argued that such drams 
either could not be distinguished or that they might eventuate, if un- 
checked, m the other type of dram 

The problem of pohcy during an external dram on reserves is one of 
imponderables, and it is no less so today than it was a century ago Like 
the more general problem of monetary pohcy, of which it is an integral 
part. It has no unique and precise answer It is pertment to recall Thorn- 
ton’s attitude on this question ’’ He saw that export of gold might call for 
corrective action, yet he was also keenly aware of the very real danger to 
economic activity of a declme m the quantity of money, and his final con- 
clusions, whether or not they are conceived to be “correct,” represent such 
a mce and judicious balancmg of these conflictmg difiSculties as no later 
writer achieved 

There may be legitimate doubt about the proper policy durmg an ex- 
ternal dram under an mtemational standard, but doubt as to what should 
be done m case of an internal dram represents only confusion When the 
propensity to hoard rises, the quantity of money should be promptly m- 
creased, to any extent that maybe required to offset the declme mveloaty 

Report of the committee of 1840, pp 355-37 

7' Op ctt , pp 129-30, 144, 152-60 


See above, p 36 
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Those who, hke Loyd, Norman, and Torrens, objected to any provision 
whereby it could be certainly known in advance that dunng a crisis there 
would be an increase in the quantity of money were, m effect, asking that 
any rise in the propensity to hoard not only should not be offset but should 
be permitted to become self-aggravative 
In contrast with Thornton, many of those who wrote durmg the con- 
troversy of the 1830 ’s and 1840 ’s tended to be doctrmaire, m greater or 
less degree One group (Loyd, Norman, and Torrens) would have ignored 
an increase in the propensity to hoard, except under most unusual circum- 
stances, and this group also both failed to understand precisely why and 
how a declme in prices results in unemployment and greatly underesti- 
mated the seriousness of such a dechne Moreover, they were uncritical in 
the extreme in their assumption that the variations of a metalhc standard 
represent the ideal for any monetary system 
At the other extreme were those (Tooke, FuUarton, and Wilson) who 
held the untenable position that the “wants of trade” would adequately 
control the variations of a bank-note currency and who ignored, or nearly 
so, the danger of a loss of gold reserves of such magnitude as not to be per- 
missable for a fractional reserve paper currency This latter group did, 
however, make one suggestion that, on practical grounds, was commend- 
able, namely, that a “large” reserve should be carried by the Bank of Eng- 
land The desirability of a large reserve, however, had been recognized 
by Thornton Between these two extreme positions were those opinions 
which took into account the dangers both of domestic hoardmg and of gold 
exports However, even the men who held these opmions did not state 
their recommendations m any such attractive form as had Thornton In- 
deed, if we assume an mternational metaUic standard, fractional reserve 
bankmg, and a considerable degree of discretionary management of the 
currency, the latter’s statement of pohcy is perhaps as reasonable as any 
that could be made It would reqiure substantial adherence to the “rules 
of the game” under the gold standard without completely ignoring do- 
mestic requirements under emergency conditions ’’ 

There were frequent statements as to the types of bankmg assets that 
were hquid, but there was httle expliat analysis of the general problem of 
bank hquidity However, m reality the doctrme of the reflux as presented 
by Tooke, Fifllarton, and MiU of necessity mcludes the idea of hquidity 
In the first place, this doctrine prescribes that the banks should hold “con- 
vertible” or “redeemable” securities m order that the reflux may operate 
through the repayment of these securities This notion is not precisely the 
u I shall have some further comments to male on the subject of elasticity m chap xii 
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same thmg as is usually meant by the term "bank liquidity,” for it re- 
quires only that the assets be redeemable with cash at maturity How- 
ever, xt IS also a part of the doctrme of the reflux that notes not “needed” 
by the public may be presented for payment in com, and Tooke stated 
very explicitly that the major portion of the assets of a bank should consist 
of such short-term loans or discounts as to insure the return of the money 
advanced m time to meet any demand for payment of the obligations of 
the bank 

While Wilson did not discuss the doctrme of the reflux at such length 
as the preceding writers, he did, nevertheless, make very definite state- 
ments on the question of hqmdity I quote 

The business of a banker is to borrow and lend, but as he borrows generally on tlie 
condition of repayment on demand, it is necessary that his loans shall be made on such 
conditions and on such securities as will enable bun to rely upon a return of his funds 
an a given time, or to have them represented by such securities as, m the case of un- 
expected need, can be converted into money It is, therefore, equally as necessary that 
a banker should look to the convertibihty of his secunty as to its ultunate safety On 
this account mortgages on real property have now become universally repudiated as 
proper bankmg securities 

A bill is good, and is certam to be paid, because it is supposed to represent goods 
delivered to the acceptor, which goods, not bemg consumed, but used for the purposes 
of reproduction, will be repaid out of the current mcome of the community who pur- 
chase them from the dealers for consumption The current income of the country is 
thus pledged m reahty for the repayment of loans made on bills of exchange, represent- 
uig commodities sold to the acceptor, and it is the certamty of being thus provided for 
from current income in the usual course of business, that bills of exchange constitute 
a sounder bankmg secunty, though really only dependent on personal credit, than 
landed property, railway shares, or any other object of fixed capital, the mterest of 
which is oiJy paid out of mcome 

Fullarton and Mill said notlung to mdicate that they were not m agree- 
ment with Tooke and Wilson m regard to the need for liquidity Presum- 
ably all of these writers, therefore, desired that banks hold securities that 
could be quickly turned into cash upon the imtiative of the bank as well 
as that of the debtor of the bank' Apparently, however, Fullarton and 
Mill werei not quite so insistent that these securities consist of so-called 
bona fide commercial bills as had been Smith and the defenders of the 
Bank of England durmg the period of the Restriction, although they 
seemed to prefer such bills 

Entirely aside from the statements of the writers of the bankmg school, 
there was a qmte general feehng that the earning assets of the banks 
should consist wholly or largely of “redeemable,” “convertible,” “avafl- 

Wilson, oj) cit , , pp 56 and 142-43) respectively The last clause m the second quotation 
apparently should read “the mterest only of which is paid out of mcome ” 
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able,” or “marketable” securities « This attitude was explained, of course, 
by the statement that the obhgations of the banks were payable on de- 
mand Such variety of opinion as there was pertained very largely to the 
kind of asset that made for liquidity, and on this subject there was lack of 
unanimity 

A number of men held, with those writers of the banking school to which 
reference has already been made, that short-term commercial bills or 
loans were most desirable The list of such men includes David Salomons, 
David Barclay Chapman, and possibly Thomas Jophn In response to 
questions. Chapman agreed that banks should hold commercial bids and 
that the maturities should be so distributed that a constant proportion 
would be falling due each day ” G Arbuthnot expressed a preference for 
short-term assets of some kind, without stipulation as to whether they 
should be commercial or exchequer bills 
However, a number of writers definitely preferred exchequer to com- 
mercial bids Palmer stated that, if the Bank of England desired to in- 
crease its holdmgs of buUion, it would resort to its exchequer bids first and 
its discounts last , and he objected to an mvestment in “securities not strict- 
ly convertible, to a larger extent than was prudent ”” Vincent Stuckey, a 
country banker, likewise stated that he first sold exchequer bids when m 
need of cash but thought it safe to lend to the amount of his time deposits 
“in securities which are not immediately available Norman was of 
the same opmion as Palmer These three men did not base their prefer- 
ences upon any theoretical niceties but upon the practical fact that ex- 
chequer bills were most readdy salable David Salomons thought govern- 
ment securities, apparently long-term m this case, a good asset m case of 
pressure, although they might have to be sold at a loss, and for this reason, 
apparently, he would have invested only the capital of the bank m them 
Many statements refer merely to government securities, and it is not en- 
tirely clear whether the writers intended to distinguish between short- and 
long-term, although it frequently seems probable that they did not make 
any such distmction 

” The term “secunties” was used frequently to designate any type of eammg asset, either 
short- or long term 

7 “ For some inconsistency of statement by Jophn see above, p 103 
77 Report of the committee of 1857, p 481, for a statement by Salomons see bis evidence 
before the committee of 1858 (.Report, p 80) 

7* Op cti , p 13 ” Report of the committee of 1832, pp 16, 47 

Ibtd , pp 76, 91 
*7 Ibtd , pp 168-70 


‘7 Report of the committee of 1858, p 80 
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The only man to make any attempt whatever to go beyond the simple 
statements that have been reviewed was John Easthope, a country banker 
and stockbroker While he gave evidence of confusion on the subject of 
deposits by saying that it would be permissible for bankers generally to 
mcrease their investments with an mcrease in deposits, he nevertheless 
doubted that this would be wise procedure on the part of the Bank of Eng- 
land, and from this pomt he went on to make some very pertinent state- 
ments He conceded that such action on the part of the Bank would be 
justifiable if it could find “available securities”, but he immediately added 
that he “scarcely [knew] what is meant by available securities ” He ex- 
plamed that at a time of crisis, such as occurred in 1825, nothing is “avail- 
able,” not even exchequer biUs, and that, consequently, just when the 
Bank is most desirous of realizmg on its biUs it is not able to do so He 
therefore concluded that if the Bank were managed in the public interest, 
its profits must be small ** 

Easthope was pomtmg to a difficulty too frequently ignored by those 
who have had anything to say on the subject of hquidity , although, to be 
sure, he confined his warning to the Bank of England, whereas he might 
well have directed it to bankers generally Nevertheless, this problem does 
have a special significance for a central bank, for when the reserves of such 
a bank are at the minimum, there is no source of funds for the purchase of 
assets from it, but the member-banks can frequently, although possibly 
not m time of crisis, find a market for their bdls or securities when their 
own reserves are exhausted 

The above references pertain to the fluctuating needs of the banks for 
cash m consequence of vaiying demands made upon them, but a number 
of writers recognized the fact that the hquidity demands of the bankers 
themselves tend to vary They therefore pomted out that the banks ex- 
pand their issues when prospects are good and prices rising and thus foster 
overtrading and speculation, whereas when the outlook is gloomy they 
contract credit, with a rumous effect upon business The opmions to this 
effect of Lubbock, Longfield, Pennmgton, and Jophn have already been 
noted ,'■* but there were others who held the same point of view This 
cntiasm is entirely diBerent from Jophn ’s additional charge of perverse 
elasticity on the ground of multiple expansions and contractions conse- 
quent upon accessions and losses of reserves by the banking system 

Repori of the committee of 1832, pp 472-74 

See above, p 102 

»sLoyd, Remarks an the Managmnenl of the Ctrculatum, p 85, George Warde Norman, 
Letter to Charles Wood (1841), p Ji, aaA Remarks upon Some Pretalent Errors, pp 51, 
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THE FORTY YEARS PRECEDING THE CIVIL WAR 
IN THE UNITED STATES 

S OME of the facts m regard to banking in the United States during 
the years from 1820 to i860 are particularly relevant as a back- 
ground for the opmion of this period At the beg innin g of the period 
the banks were returning to specie pa3mients, after having operated under 
a suspension of convertibdity for most of the tune since 1814 However, 
this resumption of payments was not complete, either m the 1820’s or at 
any later date before the Civil War In the East the banks did return and 
were, in fact, on a specie basis for most of the period, but at all tunes there 
was a certain number of banks (although a declining number), located 
largely m the West and South, which, in one way or another, succeeded 
in avoiding the necessity of redemption For one thing, the population of 
the West, m particular, was scattered, transportation facilities were meager, 
and therefore it was possible so to locate banks as to make it difficult for 
noteholders to present notes foi redemption 

In the West and South there was, during much of the period, a demand 
for more money, which led to popular support of the bankers who did not re- 
deem their notes , although during the 1840’s and early iSso’s the bank fail- 
ures and “hard times” of the years 1837-42 led to strong popular antibank 
revulsions Dunng this period, banking was actually outlawed for a brief 
time m some of the states of the West and the Mississippi Valley In New 
England the Suffolk system of note redemption was adopted m 1824, and a 
similar system in New York in 1825 These redemption, or clearing, sys- 
tems prevented the more glarmg expansions of mdividual banks in those 
regions in which they existed, but they themselves were doubtless the re- 
sult of conchtions which were not present m the West and which made 
their successsful operation possible Therefore, the better conditions of 
eastern banking should not be ascribed entirely to them However, there 
were two significant periods dunng which a large portion of the banks, 
mcludmg those of the East, again suspended payments, namely, from 1837 
to 1842 (with a temporary resumption m 1838 and early 1839), and m 

1857 

From 1823 to 1S28 the Second Bank of the Umted States did much to 
mamtam a semblance of sound conditions, but during the next four years 
125 
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Biddle attempted further to restrict the state banks of the West and South 
while at the same time extending the loans and note issues of the Second 
Bank itself However, this expansion became too rapid, and he restricted 
credit in the fall of 1 831, which gave nse to resentment and the charge that 
the bank was a “monster” which was subjectmg the country to “financial 
strangulation ” In 1834 the bank was given its final quietus as a significant 
factor m the bankmg structure of the country, although its chaiter did not 
lapse until 1836 Thereafter there was no one institution which was to serve 
as a central bank, although some half-dozen New York City banks began 
at about this time to acquire balances from correspondent banks and 
therefore to serve as bankers’ banks to a very considerable extent How- 
ever, the subject of a national bank continued to be a topic of acrimonious 
discussion for many years thereafter 

The question of the constitutionahty of notes issued by state banks was 
brought before the Supreme Court m 1824 and m 1829, but it was not 
finally settled until 1837 However, doubts were expressed as early as 1830 
that the national government had the power to prohibit the chartermg 
of banks by the state goveinments ' The Constitution prohibits the states 
from issumg “bills of credit,” and it was argued that a state could not au- 
thorize such eimssions through a bank owned in whole or m part by itself 
In 1837 the Supreme Court decided that notes, even though issued by a 
bank owned entirely by a state, were nevertheless constitutional, for such 
notes were not issued upon the faith of the state, nor were they bmdmg 
upon It ‘ The position of state bank notes was further strengthened in a 
decision of 1839, m which the court held that the right to issue notes was 
open at common law to all men, although the state governments might re- 
strict this right if they saw fit ’ Thus, by imphcation, any power of direct 
control by the national government was demed It is not evident whether 
or not these decisions had any influence m causmg those advocates of 
“hard money” who desired an independent treasury to propose such a sys- 
tem rather than the outright prohibition of the issuance of notes by state 
banks Wflham M Gouge had, mdeed, suggested an mdependent treasury 
system in 1833, four years before the first of these two decisions, but not, 
it should be recalled, until after the committee of 1830 had expressed 

' Jieport of the Committee of Ways and Means, XJmted States House of Representahves (1830), 
p 8 Hereafter referred to as McDuffie’s 

^Snscoev o/S'ewlwcijr, for a brief discussion of this case see A B Hepburn, 

A History of Currency in the United States (rev ed , 1924), pp 138-33 

3 Bank of Augusta v Earle, see D R 'Dewty,FinancialHistaryofthe United Stales (gtb ed , 
1924), p 261 
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doubts about the power of the federal government m this conection ^ 
Nevertheless, the apparently impregnable legal position of state bank 
notes probably influenced considerably the nature of many suggestions 
for monetary and bankmg reform Secretary of the Treasury James Guth- 
rie, for example, m 1855 deplored these decisions but felt that it was then 
“too late for the courts to retrace their steps ” Moreover, he feared that 
the states might fail to take the appropriate action of prohibiting note 
issues, and in this eventuality he suggested that Congress might find it 
necessary to tax the issues of state banks and “thus render the authority 
to issue and circulate them valueless 
It was the dominant opmion among American writers between 1820 
and i860 that demand deposits constitute a part of the circulatmg medium, 
and the majority of the men who held this behef also recognized that de- 
posits might be derivative as well as pnmary Nevertheless, there was a 
considerable number of writers who held that nonnote-issuing banks 
(“banks of discount,” as they were usually called) were mere intermediaries 
and some few held the same opmion of “banks of circulation However, 
James Cox specifically denied that it makes any difference whether the de- 
posits are created by banks of issue or not of issue In any case he held that 
notes and deposits in all essential respects are the same and that they are 
part of the currency ’ Thomas Cooper denied that bank notes constituted 
the “most considerable part” of the currency, claimmg this position for 
“bank-credits” and bflls of exchange * However, he did not exphcitly rec- 
ognize that deposits may be derivative as well as primary Wflham M 
Gouge held that “bank credits are in aU cases equal to cash” and that it is 
the “avowed principle of all American banks” to lend credit, with the re- 
sult that there are frequently two creditors for the same cash m the bank, 
the origmal depositor and the one to whom the loan has been made ® 
George Opdyke stated that “discounts create deposits, curtailment de- 

■1 William Gouge, A Short History of Paper Money and Bankmg (1833), pp iii~i6 
s Report on the State of the Finances {Senate Doc [34th Cong , ist and 2d sess , 1853-56]), V, 
22-23 

<• Miller malces the following statement “That banks of deposit and discount are entirely 
difierent m character from banks that add the function of issumg credit in the form of cir- 
culating notes was very nearly the umversal view” (Harry E Mdler, Banking Theories in the 
United States before i860 [1927], p 115) Miller may be nght, although my own feehng 13 that 
not a sufScient number of writers expressed themselves on this question directly to justify 
his generalization 

i [James Cox], Metallic Money, Its Value and Its Functions (1841), p 14 
• Thomas Cooper, Lectures on the Elements of Political Economy (1826), p 41 
» Gouge, op cit , pp 22-23 
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stroys them”, and he held that deposits are essentially the same as notes 
He contended that the pernicious mfluence of the banks on the currency 
was in greater degree due to their power of creating deposits than to their 
right of note issue Henry Vethake was one of the more intelligent writers 
who apparently failed to see that deposits might be created by lending He 
thought that checks, as weU as notes, securities, and other “representa- 
tives” of property, served the purposes of money, but only in so far as they 
are actually passed from hand to hand 
A number of writers held that various forms of credit mstruments are 
money The views of Cooper and Vethake have already been noted Henry 
Middleton claimed that promissory notes and bills mfluence prices, but he 
thought they were not a proper subject of legislative regulation “ Francis 
Bowen contended that biUs serve the same purposes as bank notes, and 
therefore it would be of no avail to hmit the latter, for the former would 
correspondmgly mcrease m amount According to John Bascom, bank 
notes, bills and notes, and book credit influence prices, their relative im- 
portance bemg in the order given 

In regard to the influence of the banks on the quantity of the circulating 
medium, James Cox took the same position as that of the wnters of the 
currency school, namely, that a convertible paper currency would not 
permanently raise prices but would lead to fluctuations m the currency and 
m prices Apparently, however, it was a generally accepted doctrine that 
banks of circulation, although possibly not banks of discount, permanent- 
ly mcrease the volume of a convertible currency beyond the amount of 
com that would have circulated m the absence of the banks A number of 

” George Opdyke, “New Views on the Currency Question,” Bankers' Magazine, XIII 
(1858-59), 417-23 

“ Henry Vethake, The Principles of Polikcal Economy 148-49, 154 Additional 

references to wnters who held that deposits are money and that they may be denvative are as 
follows Nathan Appleton, Remarks on Currency and Banking (1841), p 8, Albert Gallatin, 
Suggestions on the Banks and Currency of the Several United States (1841), pp 12-13, Samuel 
Cox, Elements of Banking and Currency (1838), pp ri-ra, Samuel Hooper, An Examination 
of the Theory and the Effect of Laois Regulating the Amount of Specie in Banks (i860), pp 3, 
14-16, Charles H Carroll, “The Bankmg and Credit Systems,” Runt's Merchants’ Magazine, 
XXXIX (1858), 309, Condy Raguet, A Treatise on Currency and Banking (2d ed , 1840), 
pp 76, 94, 184-87 This is by no means an exhaustive hst 

“Henry Middleton, The Government and the Currency (1850), pp 83-98 
11 Francis Bowen, The Principles of Political Economy (1856), pp 329-30 
“ John Bascom, Political Economy Designed as a Text-Book for Colleges (i860), p 319 
IS Metallic Money, Its Value and Its Functions, p 7 
Darnel Raymond, Elements of Political Economy (2d ed , 1823), I, 246, 250, II, 131, 
136-37, Stephen Sunpson, The Working Man' s Manual 93-94, Wdham M Gouge, 

“Convertible Paper,” J oiirnal of Banking (i84r-42), pp 369-71 , [Samuel Hooper], Currency or 
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writers who distingmshed between banks of discount and banks of circu- 
lation contended that the former do not so influence the currency, that 
they are merely middlemen between borrower and lender Unfortunately, 
some few of those writers, mentioned above, who contended that deposits 
are created through lending, nevertheless sometimes made statements 
which possibly imply that they believed that banks of discount are merely 
nuddlemen However, m most of these cases the questionable statements 
come in the earher writings of the mdividuals concerned Carroll cnti- 
cized the doctrine that banks are only mtermediaries m the following 
words 

It IS a common error, even among bankers, to suppose that they always discount on 
their circulation and deposits, that is to say, on previously existing funds, whereas, 
the discount creates the deposit, the discounted note formmg the only fund out of 
which It IS itself discounted, and the only question the bank needs to consider is, 
whether the reserve of com is sufficient to meet the returning liabilities 

Among the factors that were suggested as hmitations on the amount of 
bank loans, the necessity of mamtammg a reserve was most frequently 
named Nevertheless, only a small mmority, made up of the less able writ- 
ers, believed that convertibihty would constitute an adequate check 
George Bancroft stated this pomt of view most emphatically in the fol- 
lowmg words 

The student of political economy, calling to mmd the theory of issuing bills, knows 
very well, that the amount of convertible paper, which can be kept in cnculation, is 
proportioned neither to the caprice nor to the cupidity of bank threctors, but solely to 
the demands of the commercial community for the purposes of domestic circulation 
The operations of bankmg contam their own check withm themselves, and as long as 
bills are really convertible at sight, the obhgation to redeem necessarily sets exact 
limits to the power of emission A redundancy of converitble paper is a contradiction 
m terms, — if it were redundant it would be converted 

Although Bancroft emphasized the importance of convertibihty, it is 
nevertheless evident that he thought of the “needs” of busmess as an es- 


Money (1855), pp 19, 62, Bowen, op at , p 311. George Opdyke, carman, A Report on the 
Currency” (report of a committee consistmg of Opdyke, Wilson G Hunt, James Gallatin, and 
John Eadie [1858]), Bankers’ Magaane, XHI (1858-59). 4S4-8S, 487, Bascom, op at , p 308, 
Raguet, op at , p 73 n 

^TBTassciiV^ay\aadJheElmentsoJFohhMlEconomy{s.%3i),w 261-62, Vethake, 0^ at , 
PP 154, 209-10 

[Nathan Appleton], An Exammahon of the Banking 
p 43, Albert Gallatm, Constderations on the Currency and Banking System of the United States 
(iSsi),pp 56-37, [Hooper], Currency or Money, p 91 ^ 

^5 Charles H CarroU, “Mr LoweU vs Mr Hooper on Bankmg and Currency,” Hunt s 
Merchants’ Magazine, XLH (i860), 576 

- “Report of the Committee of Ways and Means” (a discussion of McDuffie’s Report), 
North American Renew, XXXH (1831), 28-29 (unsigned) 
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sential co-operating factor Other writers of his persuasion were usually 
slightly less emphatic than he on the subject of convertibility, and they 
gave correspondingly more weight to the supposed needs of business 
The great majority of writers contended that, while convertibihty was 
necessary, it was not by itself an adequate protection against overissue 
Daniel Raymond thought that as long as there were no other restraints 
than convertibihty the banks would surely issue an excessive amount of 
currency ” GaUatm claimed that the volume of issues would be largei if 
convertibihty were not enforced but that frequent general suspensions of 
specie payments by the banks were, despitfe all attempts to enforce pay- 
ment, a “natural disease” of the banking system The consequences of any 
suspension, he felt, were “most fatal”, and his attitude was tjqncal of the 
period ” Eleazar Lord was of the opmion that, while convertibihty was an 
“indispensable” check, it was 

not sufficient to render the currency permanently safe and uniform Its effect is con- 
sequential, not immediate and direct The convertibility of paper may prevent 
its permanent depreciation, and cause the currency in time to regain its level, but it is 
not sufficient to prevent extensive fluctuations, nor to cause the evils of excess to cure 
themselves, without greatly mjurmg the pubhc in the process, and overwhelming 
those who have payments to make 

Many of the writers of this group pomted out that an mcrease of issues 
by the banks would raise prices, thus causmg an outflow of gold and an im- 
pairment of bank reserves At times these writers referred to the influ- 
ence of the increased issues on prices, the influence of this change on im- 
ports and exports, and consequently the change m the balance of pay- 
ments, but at other tunes they omitted one or more of these steps in the 
analysis A number of writers pomted out that an export of gold would 
necessitate a multiple contraction by the banks This point will be dis- 
cussed later in connection with the subject of elasticity 
There was an occasional suggestion as to what would constitute an ap- 
propriate reserve ratio, the figure usually given bemg 33^ per cent, al- 

John McVickar (ed ), OiUhnes of Fohttcal Economy (a republication of an article by J R 
McCulloch, with an outhne and footnotes by McVickar [1825]), p 77, [William B Lawrence], 
“The Bank of the Umted States,” North Anuncan Remew, XXXII (1831), S44, [James B 
Congdon], A D^ence of the Currency of Massacimsetts (2d ed , 1836), p 12 
” Op at , n, 154 

“5 Suggestions on the Banks and Currency, pp 19-21 
Eleazar Lord, On Credit, Currency, and Banking (2d ed , 1834), pp 67-68 
’'Appleton, Remarks on Currency and Banking, p 17, Gouge, A Short History, p 25, 
Charles Francis Adams, “The State of the Currency,” Hunt’s Merchants' Magazine and Com- 
mercial Remew, I (1839), 49) Middleton, op at , pp 78-79, Bascom, op cit , pp 304-5, 355- 
S6 
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though 20 per cent was also suggested Others merely urged the desirabil- 
ity of a high ratio Richard Hildreth thought that from the standpomt of 
the banker the smaller the reserve, the better, and he asserted that “the 
amount of notes which a bank may be able to keep m circulation has 
nothmg whatever to do with the amount of specie in its possession In 
no case was there any imphcation that the suggested ratios were correct m 
any objective sense, they were merely suggested as bemg suitable and ade- 
quate There were only a very few suggestions that an irredeemable cur- 
rency was desirable, and these few were by men who were very distinctly 
mchned to be doctrmaire or worse ’’ 

It was frequently emphasized that convertibdity should be prompt, 
that there should be no pubhc condomng of a refusal to redeem its notes 
by a bank, and that offices of conversion should be m the commeicial cen- 
ters of the region m which the notes of a given bank might circulate Un- 
doubtedly, these attitudes grew out of the dehberate attempts frequently 
made by banks to avoid redemption, and the more or less chronic condi- 
tion of mconvertibdity m some parts of the country 
A considerable number of American writers of this period indicated 
some measure of behef in the real-bills doctrine None, however, followed 
It as consistently as Smith, FuUarton, and Tooke, rather, they asked for 
some tjqie of government control of the volume of bank credit, thus mdi- 
cating their lack of complete faith m the doctrme Almost mvariably, 
writers of this persuasion contended that bank habihties should be con- 
vertible, although none of them made any attempt to show why this 
should be if, m fact, the “needs of business” adequately control the vol- 
ume of bank credit 

There was no more clear-cut defense of the real-bills doctrme than that 
by Thomas Cooper He wrote as follows 

Free paper money is that which is issued m consequence of the real demands of 
commerce, and it is, or ought always to be founded on loan for short periods only, and 
redeemable m national currency when demanded Paper money so issued upon real 

2S Cooper, op at , p 42, Gallatm, Constderations on the Currency and Bankmg System, 
p 19, Wayland, 0/1 cil , p 311, [Richard Hildreth], TAe Pwloryo/ JBowii (1837), p 99, and 
Banks, Banhng, and Paper Currencies (1840), p 19s, the Report of Opdyke’s committee 
{op at , p 488) 

“7 [Wilham Beck], Money and Bankmg, or Therr Nature and Effects Considered (1839) , p 178, 
Edward Kellogg, A New Monetary System (4th ed , 1868), a revision of his Labor and Other 
Capital, the Rights of Each Secured {1849), p 206 

=■* Wdjiam H Crawford, secretary of the Treasury, Bank of the United States and Other 
Banks, and the Currency (1820), m American State Papers Finance, HI, 497, McDuffie’s 
Report, p 26, [Appleton], An Examination oftheBankmg System of Massachusetts, pp 8-9, 46, 
Charles Francis Adams, “The Theory of Money and Banks” (a review of George Tucker’s 
book of the same title), Hunt’s Merchants’ Magazine, I (1839), 
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transactions of commerce, never overloads the market, or produces any tendency to 
depreciation for it is called for — -it is wanted for the purposes of trade before it is 
issued it IS the offspring of real and encreasing trade 

Forced paper money, is that which is issued by governments to supply their 
wants Such paper not being called for by the actual demands of commerce, gluts 
the market with paper money, which has no counterbalancmg equivalent Not being 
wanted, the value of it falls gradually, till it becomes extuiguished as waste paper 

It Will be noted that Cooper made the same distmction between a “free” 
and a “forced” paper money that a number of English writers made, nota- 
bly (but later) by John FuUarton 3“ He emphasized his attitude by hstmg 
the foUowmg eight t 3 ipes of loans that weuld lead to excessive issues 
loans for speculative purposes, accommodation paper, loans with a maturity 
beyond sixty days, or renewable loans, governmental loans, loans to sup- 
port extravagant expenditures, notes discounted without a suf&cient ex- 
amination of the names on them, and loans made on the occasion of an ex- 
traordmary export of bulhon Nevertheless, he contended that a con- 
comitant rise of commodity prices, decrease of bulhon m the country, and 
an unfavorable exchange rate would furmsh sufficient proof that bank 
issues were excessive However, this statement was not necessarily in- 
consistent with his real-bills attitude, for he might well have argued that 
these circumstances also furnished proof that the kmds of loans which he 
would have proscribed had been made 
John McVickar made a pecuhar argument to the effect that the capital 
of a bank should be very small, for loans of capital, he asserted, were 
granted and withdrawn without regard to the need for currency There- 
fore, if the capital were only so large as was necessary to serve as a basis 
for the bank’s credit, the demand of the public, mdicated by the real trans- 
actions which gave rise to the notes discounted, would regulate the amount 
of credit granted by the bank However, McVickar’s argument was no 
more pecuhar than that of Eleazar Lord, who would have required that 
the capital of the bank be mvested m “permanent” securities and the cred- 
it of th4 bank alone be employed m making discounts This requirement 
would place a “restraint” on bank credit, for issues of paper “beyond the 
existmg necessities of trade” would be promptly returned to the issmng 
bank He gave a labored and confused explanation, which m the end turns 

” Op cit , pp 43-44, see also p 150 

^ “ Cooper hiinself w as bom m England m 1 759 and did not come to the United States until 

1794 

ct(,pp 153-54 
«/^;d,pp 151-52 

» [John McVickar], ffm/j 071 (1827), pp 30-33 ' 
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out to be no more of an explanation than is the precedmg sentence 
Richard Hildreth asserted that “the united efforts of all the pohticians m 
the universe, cannot keep a single bank-note m arculation, which is not 
demanded by the busmess wants of the community ” 3 ® Three years later 
he stated that a rise of prices, an increase of tradmg activity, or specula- 
tion would give rise to an increased demand for currency, and he exphcitly 
stated that these factors were not the consequence of the mcrease in the 
currency 

If withm the welter of his mconsistenaes and confusions Stephen A 
Colwell may be said to have had a position, it was that of a proponent of 
the real-bills doctrine He first claimed that bank notes are merely issued 
“m substitution” for commercial paper, that they are a substitute for 
money, that they are “m effect” paper money,*’ but later he asserted that 
notes and deposits are merely securities and that, otherwise, money could 
be manufactured at pleasure ** Nevertheless, he held that to return to 
metalhc money would reduce commerce to 1/1,000 of its “present im- 
portance ”” He thought convertibihty was not a sufficient protection 
agamst overissue,'*" but he clearly beheved the needs of busmess were, for 
he asserted, with approval, that under the Scotch banking system the 
pnnaple had long smce been adopted “that the issues of the banks would 
be governed by the course of domestic trade, and the legitimate business of 
the customers of the banks ”'*' 

In the latter part of the period now under consideration the most em- 
phatic statement of the real-bills doctrme came from Francis Bowen In 
all essential respects his position was in agreement with that of the bank- 

34 Op cii , pp 84-86 

33 T/te History oj Banks, p 85 

3® Banks, Banking, and Paper Currencies, p 157 This work is an enlargement of Hildreths 
History of Banks 

33 Stephen A Colwell, The Ways and Means of Payment (2d ed , i860), p 232 

3* Ihi , p 437 35 Ibid , p 171 *°Hnd , p 466 

43 Jiid , pp 422-23 MiUer made the followmg statement about Colwell “His Ways and 
Means of Payment (1839) is undoubtedly the most searching and original single treatise con- 
tributed to our subject during the period m which we are mterested ” This appraisal of Colwell 
seems to me to be entirely without justification, and I can explain it only upon the assumption 
that Mdler himself had a considerable amount of faith in the real bills doctrme To me Col- 
well’s work seems obscure, inconsistent, repetitious, and frequently fallacious (see Miller, 
op cit , p 13s) 

A more recent book which is highly laudatory of Colwell is R W Robey’s Purchasing 
Power A n Introduction to Qualitative Credit Control Based on the Theories of Stephen A Colwell 
(1938) This book IS substantially a reiteration of the real-bills doctrme and provides no basis 
for any other appraisal of Colwell than that which I have given On the contrary, it constis 
tutes reassuring evidence to the effect that m classifymg Colwell as abeheverin the real biH- 
doctrme I have not mismterpreted him (see also below, pp 258-60) 
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mg school m England (he referred to Mill, Tooke, and Fullarton with ap- 
proval) Apparently, a basic assumption in his bankmg theories, as well 
as in those of the bankmg school, was that the supply of an international 
money would be distributed by means of mternahonal trade m accordance 
with the trade and monetary arrangements of the nations concerned, and 
the operations of the banks would m no way alter this distribution, at any 
rate not if they adhered to the discountmg of only bona fide commercial 
bills His statement m regard to the international distribution of the 
money metal runs as follows 

The currency of any commercial nation, whether it consists of specie, or of a mix- 
ture of specie with bank-bills redeemable m specie on demand, is a fixed quantify, de- 
termined by the extent of the trade and the population, and by the perfection of the 
financial arrangements of commerce, as compared with the trade, population, and 
financial arrangements of all other commercial nations, the necessary equalization of 
the prices of all commodities m different countries, through the operations of inter- 
national trade, is at once the result and the proof of this equal distribution of the total 
currency of the commercial world among all commercial nations, in exact proportion 
to the wants and circumstances of each 

Bowen contended that the currency would not absorb additional issues 
of bank notes unless these issues furmshed the “means for the immediate 
creation of fresh values,” which would require an additional amount of 
circulating medium He thought that if loans were made to supply “cir- 
culating capital” to manufacturers, this would be substantially the situa- 
tion, although he added, for some reason not made evident, that not the 
whole of the original amount of the loan could be kept outstandmg On 
the other hand, if the loan were made to furnish “fixed capital,” there 
would be only a small mcrease m the amoimt of commodities brought to 
market m the following year, and therefore only a small portion of the 
new notes would be absorbed mto the currency If an excessive amount 
of notes did get mto arculation, the excess would be returned to the banks 
by way of the “reflux,” which might operate in the form of a demand for 
speae to some extent, but primarily it would take the form either of a de- 
posit of notes or of a repayment of loans He was one of the very few who 
thought that even mconvertible bank notes would not depreciate, “except 
to a very small extent,” if the banks confined themselves to their “proper 
functions ” If notes are not redeemable, he held that only one “channel of 
reflux IS thus dammed up 

Bowen’s error, as well as that of his British contemporaries, lay m his 
demal (m efiect) that the banks can influence the total of the world’s cur- 

Bowen, ojli «/ , p 355 

«Zi«i,pp 349-50 <<ZJtti:,pp 384-85 
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rency to be distributed, except that, according to bis analysis, the banks 
might vary the domestic currency in response to fluctuations m the vol- 
ume of trade However, such variations m bank notes presumably would 
not require, according to Bowen, a redistribution of the world’s stock of 
monetary metal 

Raguet at times gave evidence of some faith m the real-bills doctrme, 
and Gouge made the most detailed statement of it during this period, al- 
though at the same time he carefully absolved himself of responsibihty for 
its vahdity and was, m fact, one of its most severe critics However, the 
ideas of these two men will be presented in the followmg chapter 

As was the case m Great Britain, there were exceedingly few outright 
critics of the real-bills doctrme m the United States, although among those 
who failed to attack it there must have been a number who had misgivings 
about it Gouge specifically criticized the doctrme and yet at times seems 
to have been uncomfortably uncertam as to whether there might not be 
an element of truth m it Aside from Gouge, Samuel Cox was the only 
writer who made an attempt to pomt out what was wrong with the doctrine 
He contended, as had Thornton and others (mcludmg Gouge), that “m 
speculative times the same commodity may change hands a dozen times 
in a very short period, each sale givmg rise to afresh note to be discounted 
Thus the currency may be mdefimtely expanded This criticism Cox 
probably borrowed from the English writers, for he suggested that the 
notion which he was criticizmg was probably taken from Adam Smith and 
stated that “its incorrectness was fully proved by the Enghsh Bulhon 
Committee m 1811 ” Carroll objected to Fullarton’s statement of the doc- 
trme, although he made no attempt to pomt out what was wrong with it 
“He [Fullarton] seems to be the chief modern authority for the notion, so 
prevalent m England and this country, that all pubhc financial difiaculties 
spring from over-tradmg, the bank being perfectly innocent and unmflu- 
ential in the matter Carroll ridiculed the notion that there is any spe- 
cial danger of mflation as a result of discountmg accommodation paper 
He contended that this was “mere finanaal superstition” and that “all 
promissory notes and biUs are accommodation paper”, and it was a cardi- 
nal pomt with him that fractional reserve banks have an inherent and un- 
controllable tendency penodically to overexpand, quite regardless of the 
type of paper discounted Bascom also objected to the doctrme that busi- 

« Cox, Elements of Banking and Currency, p 21 

■t^CliarlesH CarroU,“Mr Lowell vs Mr Hooperon Banking and Currency,” «l,p 579 

47 Charles H Carroll, “Financial Heresies,” Hunt's Merchants’ Magasme, XLIH (i860), 
317-18 
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ness paper is to be preferred to accommodation paper, but he seems to have 
been thinkmg more of the safety of the loan than of any possible differen- 
tial influence on the quantity of bank credit He, like Samuel Cox and 
Gouge, said a given commodity could be sold a number of times, each 
time givmg rise to a new loan, but again he failed to connect this state- 
ment with the question of the quantity of the currency 

There were very few writers who claimed that adequate clearmg facili- 
ties would prevent ovenssue by the system, although a considerable num- 
ber felt that such facilities would sharply limit the expansion of any indi- 
vidual bank Apparently, Albert GaUatm should be placed m the former 
group, but he was skeptical that proper clearmg arrangements would, m 
fact, be made by the banks, and he therefore concluded that this was a less 
satisfactory method of limiting bank expansion than was generally sup- 
posed However, the reasons he assigned for his skepticism are not very 
impressive It is not easy to collect the notes, so his argument ran, and if 
both parties are wise, they will exchange notes only occasionally More- 
over, there was no convenient medium for settlmg balances, for “a per- 
petual drawmg and redrawing of specie from and into the Banks is unpop- 
ular and inconvenient ” To overcome this difficulty (in New York City?) 
he said that a "cash office" had been suggested, m which each bank would 
maintain an account, and clearmg balances would be settled through this 
mstitution He seemed to approve of this suggestion Richard Hildreth 
thought that if there were numerous banks, each would serve as a check 
on the others through the presentation of notes for redemption and thus 
each bank would be restricted He very clearly unphed that so also would 
the system, unless there were concerted action to expand simultaneously 5“ 
George S Wflkes contended that, when there is a central point of redemp- 
tion, notes will return upon the issuer if the currency is redundant, and he 
therefore approved of the Suffolk system 

There were numerous wnters who conceded that continuous presenta- 
tion of notes for redemption would prevent any given bank from obtammg 
more than “its proportion of the circulation” but who denied that this 
procedure would operate as any check upon the system as a whole This 
group mcluded the major portion of the more able writers of the period 
Op cil , p 292 

” GaUatm, Suggeshotts on the Banks and Currency, pp 63-64 

S' Banks, Banking, and Paper Currencies, pp 147, 158 
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Nathan Appleton contended that the individual bank was thus checked 
but that, if all the banks expanded simultaneously, this check would cease 
to operate Note that he did not claim, as did Hildreth, that agreement 
among the banks was necessary to simultaneous expansion, but his argu- 
ment would have been better if he had added that the banks are hkely to 
expand together tn practice He also pomted out that the banks of a given 
city are similarly checked by other aties and that, if all cities expand to- 
gether, It IS finally only the rise of the foreign exchanges, with the conse- 
quent outflow of gold, that checks the expansion for the system Raguet®^ 
and Opdyke^"* presented preasely the same argument, and the former 
added that, if the banks throughout the world expanded at the same rate, 
“so as to preserve their respective currencies upon the same level,” there 
would be no mtemational flow of specie and prices would rise universally 
John Bascom asserted that “clearmg houses serve rather as a relative 
than an absolute restramt They keep the banks m the same Ime, but do 
not restram that hne from bemg too far advanced Amasa Walker 
summed up his opinion m the foUowmg words “It [the Suffolk system] 
greatly increases the circulation of banks by makmg them aU equally cur- 
rent everywhere It is, in short, a good regulator of a lad system 
The statements of the preceding group of writers of necessity imply 
that the action of the clearmg system operates to underimne the reserves 
of an/ bank that expands unduly with respect to the other banks, but 
these writers did not usually make this pomtexphcit, and, more important, 
they did not show how this favorable balance for the banks that do not at 
first expand puts them m a position later to expand, and how m this man- 
ner the multiple expansion for the system takes place Only Carroll made 
this pomt clear and exphcit His statement runs as follows 

When any one bank creates anew any considerable amount of the fictitious cur- 
rency, other banks find themselves m funds they scarcely know how, they are creditors, 
and having balances against the debtor bank, they also can manufacture currency, 
they become debtors m their turn, and can remam so very comfortably until the in- 
crease of currency has had sufficient time to make a general degradation of the value 
of money This thing uniformly commences on our side of the Atlantic m New York, 
and it reaches the western prairies with the most cheering appearances of good tunes 
m the nse of prices and “local deahng and expenditure” which appear to be its cause, 
until at length we find ourselves suddenly called upon to meet engagements to de- 
hver large sums of money that have been exported to Europe, which can only be recov- 
5 “ Appleton, Remarks on Currency and Banking, pp lo-ii, 17, 46 
53 Op cit , pp 82-84 

“New Views of the Currency Question,” op at , p 426 
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ered by tie export of goods or reproduction of the capital necessary to buy the money 
This IS our constant expenence, and it is surprismg that the fictitious and imaginary 
“deposit” should not be recognized by Mr Lowell as its cause s’ 

Samuel Hooper pointed out that even though the proceeds of a loan are 
drawn out m cash, they will probably be redeposited m some other bank 
and that thus the deposits of the system will be increased despite the cash 
withdrawal He should have added that, even though the withdrawn cash 
were not redeposited, the circulatmg medium would be increased, for there 
would then be more hand-to-hand currency outside the banks He failed 
to pomt out that overflow cash (which he noted, however) would be used 
by the creditor banks for the purpose of expansion, but, nevertheless, his 
analysis of this problem was the most detailed of any presented durmg the 
period 

One of the defenses made for the Bank of the Umted States was that it 
operated as a clearmg agency and, through the presentation of the notes 
of state banks, aided in the maintenance of a uniform currency ” 

Only Joseph Holdich clauned that the individual bank might expand to 
the extent of several tunes the amount of cash held He bewailed the fact, 
as he thought, that the supply of money never increases so fast as the vol- 
ume of trade, but he added that a scheme for overconung this difi&culty 
had been discovered He assumed that a capitahst started making loans, 
givmg the proceeds in the form of his own demand notes, which would cir- 
culate as money He pointed out, of course, that such a capitahst would 
be a banker, and he thought the capitalists — and therefore the banker — 
could make loans to the extent of three or four times the amount of specie 
held Strictly speaking, he is absolved of error, for a smgle bank m a 
closed economy could operate substantially as he claimed However, the 
context gives the very definite impression that he thought he was illustrat- 
ing the manner m which the existmg individual banks operated 

There is no topic connected with the subject of bankmg that has pro- 
duced more unsatisfactory discussions than that of competition The rea- 
son for this fact is, I think, the failure of most writers who have considered 
this question to recognize a dilemma which the subject presents, namely, 
on the one hand, the desirabihty from the standpoint of the public mterest 
of competition m lendmg but of centralized (governmental) control of the 

SI “Mr Lowell vs Mr Hooper on Bankmg and Currency,” op mt , pp J81-82 
ss Hooper, An Examination, pp 14-19 Hooper, as a member of the House of Representa- 
tives, bad a large measure of responsibility for the passage of the National Bank Act in 1863 
S’ George Tucker, Tltt Theory of Money and Banks Inveshgaied (1839), pp 284-86 
Joseph Holdich, Political Economy Simplified (a repnnt of a lecture) (1838), pp 38-39, 
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stock of money and, on the other hand, the prevailing fact that the quan- 
tity of money is actually a function of the volume of bank lendmg Very 
few of the proponents of competition durmg this penod made the definite 
claim that it would, as such, appropriately limit the creation of circulating 
medium, but invariably they held, sometimes with minor reservations, 
that if there were an absence of such restrictions as mterfered with compe- 
tition, the banking system would function with entire satisfaction to the 
public Thus Nathan Appleton thought ha nkin g should be free of entry 
to everyone His imsupported assertions are t}q)ical 

The business of banking should be open to as free a competition as any other 
branch of commercial busmess, there should be nothmg like monopoly, or exclusive- 
ness about it, there should be no restnction upon any amount of capital going mto it — 
the more the better for the pubhc — the better for all trade and for all mdustry Banks 
act merely as convement brokers between the owners of capital, and the persons 
employmg it, the cheaper the rate at which they are enabled to transact the business, 
the better for both parties, and for everybody ‘‘ 

Appleton, however, would have required a mmimum capital, a limitation 
of notes to one-third the amount of capital, and redemption of notes m the 
trading centers This last suggestion was typical of the period, for it was 
usually contended by the defenders of competition that it is through a re- 
demption agency that competition will operate to maintam a “sound” 
currency Theodore Sedgwick specifically made the claim that competition 
would serve as a “check upon over-issue”, but his only supporting argu- 
ment again was that each bank “would be pressing on its neighbours” and 
that consequently bank notes would have only a local circulation No 
writer stated precisely what he understood competitive conditions to be, 
but it is clear that there was some difference of opmion To some it meant 
a complete absence of governmental restrictions on bankmg, to others, 
that restrictions of various kmds were permissible so long as they ap- 
plied equally to all banks 

Except for its proponents, there were very few writers who deigned to 
notice the subject of competition m banking Henry Vethake considered, 
m a not very convmcmg way, the arguments pro and con Of the former 

Exanttnakon of the Banking System of Massachusetts, p 43 For a similar opmion see 
Cooper, Dp cit , p 143 
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Currency (1834), pp 8-11, 15, Richard Hildreth, Banks, Banking, and Paper Currencies, 
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Magazine, 11 (1840), 201-3, Henry C Carey, Answers to the Questions What Constitutes Cur- 
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he noted three (i) the advantages of banks, whatever they may be, will 
be more diffused, (2) if there are many banks, the check to overissue by 
the %ndmdual bank will be stronger because of less facihty of “combmmg 
together” , and (3) the influenceof wealthy corporations will be diminished 
The arguments against competition he hsted as follows (i) poorer man- 
agement, (2) a greater tendency for the system as a whole to overexpand — 
but he did not support this statement, merely saying that it seemed to 
him to be true, (3) banks are likely to be estabhshed in small places and 
induce farmers to borrow such amounts as will prove rumous to them when 
the banks find it necessary to contract, and (4) greater probability of 
counterfeiting notes He made no categoncal statement of bis position, 
but, nevertheless, it is evident that he believed the disadvantages out- 
weighed the advantages 

Only Gallatin, Gouge, and, to a less extent, Tucker made any beginning 
in gettmg at the significant issues involved m this subject Gallatin made 
a really excellent statement as far as it goes, and therefore I shall quote 
from him at some length 

The term ‘‘free banking” or, to speak more correctly, free issuing of paper money, 
embraces two distmct propositions, first, that all persons, or associations of persons, 
should be permitted to issue paper money on the same terms, secondly, that paper 
money may be issued by all persons, or associations, without any legislative restric- 
tions 

The proposition, that a paper currency may be issued by all, without any legislative 
restrictions, appears to be founded on an erroneous application of the principle of free 
trade Free competition, in producing or dealii^ in any commodity, causes a reduction 
m the cost, or an unprovement in the quality of the commodity In money dealings, 
the same competition furnishes the use of money, and procures discounts of negotiable 
paper on the cheapest possible terms But, issumg a paper currency is not dealing in 
money, but making money The object, with respect to such a currency, is not to pro- 
duce a commodity cheaper, or varying in value, but, on the contrary, to furnish a 
substitute perfectly equal to gold or silver, and therefore of comparatively invariable 
value Competition cannot make a cheaper currency, unless by making it worse than 
the legal com of which it is the representative •'i 

Gouge made much the same kind of statement,®^ and Tucker also had 
somewhat the same notion, although he expressed it less elegantly and dis- 
cussed some other aspects of the problem much less convmcmgly “ 

It wiU be evident that the discussion of convertibdity, redemption 
facilities, and competition as three distmct devices for hmitmg bank ex- 
pansion is only partially justified The proponents of competition looked 

6j Vethake, op cti , pp i9«-g4 
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upon it, operating through the clearing system, as a method of mam tam- 
ing convertibihty Nevertheless, these same writers usually mdicated m a 
vague way a preference for competition generally m bankmg, qmte re- 
gardless of the problem of expansion On the other hand, many of those 
who believed convertibihty necessary clearly would not have thought of 
competitive bankmg as a prerequisite to its mamtenance 

After the destruction of the Second Bank of the United States some of 
the New York banks began to acquire the balances of outside banks, and, 
by the tune of the panic of 1857, the practice of paymg mterest on such 
bankers’ balances was well established Durmg the period followmg i860 
this payment of interest was frequently criticized, but prior to the Civil 
War I have found only two objections to it J S Gibbons pomted out that 
the New York banks, durmg the years before 1857, had expanded on the 
basis not only of their own fvmds but of those of the country bankers as 
well, and these country balances had been “allured by competmg rates of 
mterest ” This foundation for the loans of the New York banks led to “ex- 
traordinary pressure” when reduction finally became necessary Samuel 
Hooper thought that the banks of Boston and New York should hold 
large reserves, but the payment of mterest on country balances made it 
difficult to do so That such payments aie an evidence of competition 
seems obvious, and yet tbs fact has usually not been recognized by those 
who oppose them 

The rate of mterest as a determmant of the volume of bank loans was 
mentioned by a number of wnters, but none of them was so successful m 
dealmg with tbs question as were several British writers of tbs and the 
precedmg period Caleb Cushmg held that only a limited amount of bank 
notes could be “forced” mto circulation, for the reason that, as there is a 
loss of mterest on all money kept on hand, “people wiU not keep more by 
them than their immediate occasions reqmre” , but, mstead of suggestmg 
that the “surplus” of notes would be returned m payment of loans, he 
stated that they would be returned for specie Richard Hildreth held 
that the best way for checkmg the disposition to borrow was to raise the 
rate of mterest, wbch would be particularly effective m checbng specu- 
lative borrowmgs, but bs reasons for so thinkmg were not of the best (i) 
persons would refram from borrowmg now because of an expected future 
mcrease m the rate, and (2) a bgh rate would be a warnmg of an impend- 

‘7 071 Clt , p 362 
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mg pressure m the money market, which would deter prospective borrow- 
ers from commencing new operations “the returns of which, however great 
they might promise ultimately to be, were yet distant and uncertam 
This second pomt may have some vahdity, but, nevertheless, he failed to 
mention the chief factor, namely, the current rate of earnmgs on capital 

Thomas R Dew made the best statement He held that, if banks offered 
to lend under the market rate, borrowers would come to the banks mstead 
of going to mdividuals for loans This suggestion by itself is not satisfac- 
tory, for it imphes merely that bank lending would displace an equivalent 
amount of lendmg by savers and that, therefore, the mcrease m bank lia- 
bilities would merely offset hoarding by savers However, it is reasonable 
to suppose that this was merely a careless statement, for Dew suggested 
by way of example that if the Bank of the Umted States estabhshed a 
branch m lUmois, where the market rate was isf per cent, and offered to 
lend at $ per cent, “there is no amount of money which the bank might not 
lend 

Joseph Holdich held that variations m the rate of interest maintam 
equilibrium m the mternational distribution of gold George Tucker 
stated that the Bank of England and other European banks had of late 
adopted the expedient of raismg the rate of discount as a device for dis- 
couragmg loans to procure specie to export This he thought had not al- 
ways been sufficient to arrest a dram of specie, but stiff he beheved it to be 
a “qualified benefit ” But he feared it would be premature to grant this 
power (that is, to repeal the usury laws) to American banks, for they might 
abuse the pnvilege ’’ Tucker thus mdicated that he probably did not see 
any distmction between a central bank as a monetary authority and the 
usual commeraal ha nking mstitution, for a group of competmg banks 
could not dehberately use the discount rate as a device for controlhng gold 
flows Nevertheless, the removal of the usury laws might have been help- 
ful, for the market rate might then spontaneously have risen to a higher 
level than otherwise as gold flowed out of the country From much the 
same considerations George Opdyke’s comnmttee came out with the con- 
trary conclusion They pointed out that the European countries had re- 
pealed their usury laws and that, whlen rates were raised m Europe, the 
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United States was helpless to protect its gold supply They therefore rec- 
ommended the repeal of the usury laws in this country 

There were frequent statements of what would constitute an appropri- 
ate mdicator of an excessive expansion of bank credit, but usually the ad- 
vocates of the real-bills doctrme had no thin g to say on this question 
Nevertheless, as has already been noted, Thomas Cooper, a real-bills de- 
fender, held that the simultaneous occurrence of a rismg pnce level and an 
unfavorable exchange rate would be evidence that bank issues were exces- 
sive Cooper, however, emphasized the importance of discountmg only 
real bills as a means of preventing an excess from ever occurrmg in the 
first mstance and had nothing to say about the reflux as a means of correct- 
mg an excess He might consistently have said, therefore, that unfavorable 
exchange rates were an evidence that proscribed loans had been made 

On the other hand, those real-bills advocates who did rely upon the re- 
flux were takmg the position that no excess of issues was conceivable as 
long as the means of operation of the reflux remamed open, and they were 
therefore absolved of responsibility for suggesting any index of excess 
This statement would be true whether they held, consistently with J S 
Mfll, that the price level of a given country (on a specie standard) is de- 
termmed by conditions throughout the world and that the amount of cur- 
rency needed by that country is deterimned by the price level, the velocity 
of circulation Of its currency, and the volume of its transactions (Mill 
made no explicit statement m these terms) , or whether, like Smith, they 
Ignored the price level and held that even in a closed economy no excess of 
isshes could be mamtamed Doubtless, many writers, therefore, would 
have demed that there could be a criterion of excessive issues Neverthe- 
less, there is room for the suspicion that some of these writers would (mcon- 
sistently) have conceded that speculative loans would give rise to excessive 
issues and that the general existence of speculative activity would there- 
fore be an evidence of overissue 

The frequently encountered difl&culty of mterpretation because of con- 
flictmg statements cannot be illustrated better than by Eleazar Lord’s 
various attitudes on this question He asserted that the “limitation of 
issues of paper to the actual demands of trade, wiU effectually maintain 
its value,” thus implying that there can be no problem of measurement of 
excess if the banks are properly managed However, he also said that the 
currency of a given country could be excessive only in relation to that of 
other countries and that an excessive issue is mdicated, not by a deprecia- 
tion of paper as compared with specie, “but by a depreciation of the jomt 

74 Opdyke, “Report on the Currency,” op cU , pp 489-92 
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currency, as compared with that of other countries ” And yet again he 
stated that the exchanges are not an mfaUible criterion of depreciation, 
that an export of com is sufficient proof regardless of the exchanges, and, 
finally, that the currency may be safely regulated by the price of bulhon 
where there is a sufficient trade m it to fix its price ” 

Lord’s possible suggestion that the price of specie might be considered 
the criterion of excessive issues is only very rarely to be found among 
other writers GaUatm beheved that the price of specie would be the ap- 
propriate (but nevertheless unsatisfactory) guide for controUmg the 
amount of a government papdr money (and that the exchanges would be 
more sensitive but less certam), and he clearly imphed that a premium on 
specie would be an mdication of an excess of hank credit but that, in fact, 
the banks, through mamtaimng continuous convertibihty, prevent any 
excess from occurrmg Nevertheless, it is very doubtful that he had any 
such complete faith m convertibihty as this statement would suggest, for 
he recommended an arbitrary limitation of the amount of bank, habilities 
and he thought that there was an ever present danger of suspension ” 
Henry Middleton also made some rather ambiguous suggestions that the 
price of gold might be a guide to the proper amount of bank credit, but 
other statements by him make it more likely that he thought the foreign 
exchanges (except under “pecuhar circumstances”) and the price level the 
appropriate guides 

The approval of the exchanges as the proper test of excess by Lord, 
GaUatm, and Middleton was either partial or problematical, but there 
were a number of other writers who very definitely expressed such ap- 
proval Among these, Thomas Cooper has already been mentioned An 
anonymous writer of 1842 referred to the exchange rate as “that unerrmg 
momtor, [which] gave seasonable admonition of a dangerous excess 

Hooper’s statement was much longer He first argued that a given bank 
would lose cash if it overexpanded, then that the banks of a given city 
would be similarly affected if they overexpanded, and finally he applied 
the same analysis to a whole country His argument continues as foUows 
But this general enlargement of loans produces a general increase of deposits and 
circulation, making money plentiful, or “easy,” and trade active, and thus causmg a 
general improvement ui prices, and consequently an mcrease of foreign imports The 
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circulating medium of the country is thus diluted, and, relatively to the circulating 
medium of other countries, is made weak and over-full, and this evil will continue un- 
checked, and go on increasmg until it has rendered the exchanges with other countries 
favorable to those countries and agamst the United States Eigk prices of merchandise 
encourage the importation of foreign goods, and discourage the exportation of our own 
products The natural result of this process is to create balances against this country 
and in favor of other countries, that can only be paid in specie The demand for com 
to be exported which is thus created, will obhge the banks to dimmish the amount of 
their loans until the circulatmg medium of the country, that is, the deposits and circu- 
lation of the banks, is restored to its usual relative proportion to the circulatmg medi- 
um of other countries 

In the above quotation Hooper does not definitely say that the exchanges 
are the appropriate criterion of excess While he would undoubtedly have 
claimed that an unfavorable exchange rate was evidence of excess, it is 
also possible that he would have said that the cinrrency could become 
excessive before the fact was shown by the exchanges It should also be 
noted that he seemed to feel that a nsmg price level was an additional 
evidence of excess Francis Wayland desired exports and imports of 
specie to be pubhshed, because it would give the “first intimation of ex- 
cessive issues 

There were a number of dissenters to the notion that the exchanges fur- 
nish the proper criterion of excess Hildreth objected that the exchanges 
might be unfavorable for other reasons than a depreciation of the cur- 
rency Stephen Colwell objected for different, but no better, reasons than 
those of Hildreth It is plain from the followmg quotation, m which he ob- 
jects to the doctrine that the exchanges are the proper regulator of the 
currency, that he suffered from a woefuUy madequate understandmg of 
the whole subject 

This is not merely wrong, but it may be asserted that a more unsafe and delusive 
guide for the regulation of a paper currency cannot be found The exchange is 
simply the adjustment, by bills of exchange, of the payments arismg out of the foreign 
trade The pajrments of the foreign and domestic trade are to be made by those 
engaged m each, and they are wholly distmct 

Gouge and Samuel Cox contended that a convertible currency might 
be considerably overissued before this fact was mdicated by the foreign ex- 
changes, and James Cox imphed as much All three of them beheved the 
proper criterion to be the price level In the following quotation James 
Cox pomts out very well the various uses of the term “depreaation” as 
applied to the currency 

^'‘THoo'^ex, An Examination, 19-20 
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The term depreciahon, in its application to definite portions of the currency, is em- 
ployed by economical writers m ttaee different and distmct senses Given portions of 
the currency are spoken of as depreciated relatively to a particular commodity, as 
com, or as bidbon, relatively to commodtHes generally, or relatively to similar and 
equal portions of the currencies of other countries 

He contended that alternate expansions and contractions would take 
place even though the currency were convertible and that “stabihty in 
value IS the object of primary and paramount importance ” He preferred 
a purely metallic currency and charged that the economy and convenience 
of (convertible) paper “are constantly, habitually, ignorantly and grossly 
exaggerated ” 

Samuel Cox held that it was a “contradiction in terms” to speak of the 
depreciation of a convertible currency m terms of the price of the metal in- 
to which It was convertible He further objected that the exchange rate 
“is not an infaUible rule by which to ascertain the state of a metalhc cur- 
rency”, and, of course, this rule, he claimed, would work no better for a 
mixed currency However, he conceded that the depreciation will be "ulti- 
mately detected by the rate of the exchanges,” although a “considerable 
time may elapse before the discovery is made ” He held that the appropri- 
ate mdicator of depreciation is the rise in the prices of commodities He 
pomted out that a “redundant” currency might be caused as well by an 
mcreased rapidity of circulation as by an mcrease m quantity, and he 
charged that, as prices rose because of this increased rapidity, the banks 
would mcrease the existmg redundancy by an expansion of their issues 
It was the nse m the price level that he deplored 
There were numerous other writers who held that stabihty in value is 
one -of the most desirable characteristics of a currency, but it was not 
usually suggested that a rising price level could be taken directly as an m- 
dicator of overexpansion by the banks 
There was a great vanety of suggestions for the improvement of the 
monetary and banking arrangements of the country The major portion of 
the would-be reformers substantially accepted the existmg mstitutional 
framework but desired some one or (usuaUyj more regulations or restnc- 

[Coi], Metallic Money, p 8 

Mements of Banking and Currency, pp 17-18, see also Gouge, “Convertible Paper,” 
of cit , pp 369, 371 

Elements of Banking and Currency, p 16 

Raguet, of cit , p 92, Charles Francis Adams, Further Reflections ufon the State of the 
Currency in the United States (1837), p 14, Holdich, of at pp 43-44, [George Dutton], The 
Present Crisis 14, Carey, op at ,p 1, the “Report” by Opdyke’s committee, op at, 

p 482, and also a second “Report on the Currency” by the same committee. Bankers’ Maga- 
zine, xm (1859), 979 
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tions which they beheved would result in a more satisfactory functioning 
of the system The most frequent of such proposals were that the amount 
of notes which might be issued or of loans which mi g ht be made should be 
limited to a multiple of the capital of the bank, that there should be some 
very severe penalty for any bank which failed to redeem its notes on de- 
mand, and that notes below some stipulated denomination should be pro- 
hibited Appleton would have restricted the notes issued to a small pro- 
portion of the paid-up capital, and Lord would not have permitted a ratio 
of more than one to one ** Samuel Cox would have reqmred a low ratio of 
loans to capital, Gallatm would have placed this ratio at one and three- 
fifths, and Opdyke would have restricted loans to one and one-half times 
the capital plus the amoimt of speae held Presumably, these three men 
desired to restrict loans rather than notes, m order to control the volume 
of deposits as well as of notes, for all of them contended that deposits 
might be derivative and that they were as much circulatmg medium as 
were notes In any case, their proposals, if adopted, would have resulted 
m a much more drastic limitation of the money-creatmg powers of the 
banks than would correspondmg restrictions of notes only Gouge ob- 
jected to what he called the “favorite provision of legislators” of hrmtmg 
notes to twice the amount of the capital, and of loans to three times, on 
the ground that such limitations would not, m fact, be operative for the 
reason that, under existmg conditions, notes and loans were below these 
limits On this pomt he quoted GaUatin with approval None of the writ- 
ers who advocated such restnctions as these suggested that there was any 
one ratio that was “correct ” Apparently they desired merely to find some 
simple rule of restriction, even though it was arbitrary, which would 
sharply limit the money-creatmg powers of the banks 

There was generally a strong feehng both that suspensions of cash pay- 
ments by the banks were highly disastrous and that severe penalties for 
suspension would have a considerable influence m preventmg them The 
penalties usually suggested were that mterest should be charged upon the 
amount of outstandmg notes durmg the continuance of the suspension or 
that the banks should forfeit them charters An anonymous writer of 
1840 distmguished between failure to meet adverse clearmg-house bal- 

Nathan Appleton, Remarks on Currency and. BanHng, p 43, Lord, op cit , p 87 

Cox, Moments of Banking and Currency, p ar, Gallatin, Suggestions on the Banks and 
Currency, pp S9"6o, the first “Report” of Opdyke’s committee, op at , pp 486-88 

’“4 Short History, p 51 

91 Willard Phillips, A Manual of Political Economy (1828), p 262, Appleton, Remarks on 
Currency and Banking, p 47, Gallatm, Suggestions on the Banks and Currency, pp S9'6i, 
96-97, Cox, Elements ofBankmg and Currency, p 21 
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ances and a general suspension of specie payments He would have had 
heavy penalties levied in the former case but was doubtful of the ef&cacy 
of penalties in the latter That there might be one 13^26 of suspension with- 
out the other is very doubtful, but, nevertheless, his very cogent argument 
against penalties for a general suspension is worth quotmg 

To denounce penalties and forfeitures against the mere act of suspending specie 
payments could do no good, and might do mischief A suspension is perhaps never the 
result of premeditated design, but is brought about by over action dunng a season 
of great apparent prosperity without being intended or foreseen by those who are in- 
strumental m producmg it And when the necessity to suspend has msensibly grown 
up, it might be worse to prevent than to permit the suspension 

There was widespread opposition to the issuance of bank notes of small 
denonunations The suggested imnunum denommation to be permitted 
ran aU the way from $5 00 to $100 00, although $20 00 was most frequent- 
ly mentioned The criticism of small notes was that they drove specie out 
of hand-to-hand circulation, and frequently it was added that they drove 
specie out of the country as weU This fact resulted, so it was charged, in 
greater likelihood of a suspension of specie pa3mients and, consequently, 
m greater fluctuations of the currency George Tucker claimed that 
if there were more specie m circulation it would be available to the banks in 
times of need,” but to this argument Richard Hildreth provided the ap- 
propnate answer, saymg that the banks could obtam the specie only by 
contracting their loans ” Hildreth also charged that it is the depositors 
who are responsible for runs on the banks, and he claimed that large notes 
were as effective as small ones m dnvmg speae out of the country How- 
ever, he thought that the fact that they caused specie to be exported was 
preasely one of the advantages of notes For all these reasons he was op- 
posed to any restrictions upon the denommations of notes that might be 
issued 

George Tucker and Samuel Hooper believed that a legally prescribed 
reserve ratio would be of aid m preventmg overexpansion, the latter also 
pomting out that, if there were such a requirement, the banks would find 

Aiion3’inous, Olservahons on the Late Suspensions of Specie Payments by the Banks in 
Charleston, with Suggestions for the Regulation of Banks (1840), pp 18-19 

“ The following are only a few of the many possible references on this subject Ohver 
Wolcott, Remarks on the Present State of Currency, Credit, Commerce, and National Industry 
(1820), p 18, William H Crawford, Bank of the United States, m American State Papers 
Finance,!!!, 497, Raguet, op at , p 128, (James Richard Ronaldson], Banks and a Paper 
Currency (1832), pp 4, 8, Wayland, op cit , p 311, James Guthne, Senate Documents (33d 
Cong , 2d sess , 1854-53), IV, 15-16 

“Banks or No Banks,” op cit , p 152 

IS Banks, Banking and Paper Currencies, p 189 Ibid , pp 185-93 



THE FORTY YEARS PRECEDING THE CIVIL WAR 149 

it necessary to keep some cash in addition to the required reserve 
Samuel Cox contended that a legally stipulated reserve was absurd, for a 
run would immediately reduce the ratio below the requirement He over- 
looked the point made by Hooper that the banks would find it necessary 
to carry till money m addition to the reserve Quite different m nature 
were the suggestions of Gallatm that the Bank of the United States should 
hold a considerable “treasure”, of Edmund Dwight that, m view of the 
fact that New York was the money center of the country, the banks m 
that city should carry more specie, and of Hooper that the banks of both 
Boston and New York should maintain large reserves for the benefit of the 
banks within the regions for which these two cities served as financial cen- 
ters Hooper contended that the banks of New York City should be com- 
pelled to keep reserves approxunatmg those of the Bank of England *** 
These men were thinking m terms of the pecuhar responsibfiity of a cm- 
tral bank 

Gallatin and a very few other writers suggested that publication of ac- 
counts would be of help m preventmg “improper management Gouge, 
who was one of the most critical writers of the period, objected that “it 
IS not easy to compel them [the banks] to give d, faithful statement 
Middleton developed this argument somewhat further and most convinc- 
mgly He qiute properly contended that bank reports are not merely 
statements of facts but that a great diversity of opmion may exist with 
respect to the value of the debts due the bank 
A number of wnters contended that the capital of a bank ought to be 
mvested in “permanent” secunties, although not all of them asked that 
such investment be made mandatory They usually named either govern- 
ment bonds or real estate mortgages as bemg appropriate for this purpose 
At times the idea behmd this suggestion seems to have been a confused 
notion that m this way note issues would be made responsive to the 
“needs” of busmess Other writers, however, merely had m mmd pro- 
vidmg the best available security for the creditors of the banks Gouge 
” Tucker, “Banks or No Banks,” op oil , p 150, Hooper, An Examination, pp 22-23, *7 
Elements of Banking and Currency, p 21 

” The Writings of Albert Gallatin, ed Henry Adams (1879), H, 461, Edmund Dwight, 
“The Financial Revulsion and the New York Banking System,” Hunt’s Merchants’ Magazine, 
XXXVni (iSgS), 160, Hoopei, An E'i:amtnahon,pp 46-48 

Considerations on the Currency and Banking System, p 70, Tucker, The Theory of Money 
and Banks, pp 210-12 

A Short History, p 51 Op cit , p 139 

^’‘liUcVicka.i], Hints on Banhing,pp 38-39, Lord, 0/. cit ,pp 84-86, see also above, p 132 
Raguet, in a letter addressed to Isaac Bronson, in the Ftnanciaf, Register of the United 
States, II (1838), 8, Gallatin, Considerations on the Currency and Banking System, p 71 
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thought that there might be some merit m this suggestion, but he never- 
theless argued that permanent mvestment of the capital of a bank would 
not be “sufficient to secure regularity in bankmg operations 

There was a miscellany of other minor suggestions as to means of con- 
troUmg the banks Nathan Appleton and George Tucker would have re- 
quired some minimum (relatively large) capital Henry Midddleton and 
Stephen Colwell thought that security for bank notes should be deposited 
with the government, although Middleton objected to such security for 
depositors Francis Bowen and John Bascom objected that immediate 
convertibility, rather than merely ultimate security, is the proper goal of reg- 
ulation , and Bowen added that m a crisis pledged securities might, or would, 
become unsalable Darnel Raymond, Nathan Appleton, and George 
Tucker contended that the mducement to overissue could be considerably 
weakened or eliminated if the major portion of the profits derived from 
the issue of notes was appropriated by means of a government tax Very 
similar was the suggestion of the committee of the state senate of Pennsyl- 
vania, of which Condy Raguet was chairman, to the effect that banks 
should not be permitted to pay dividends in excess of the legal rate of 
interest Gouge partially approved of a similar requirement, but, con- 
sistently with his usual position, he objected that such a regulation would 
be madequate, for, as he charged, the system was inherently evil Wil- 
lard Phillips would have made bank directors personally hable to note- 
holders m cases of violation of the bank’s charter, and Henry Middleton 
would have had unlimited habihty for all shareholders ““ 

It should be emphasized that very few writers would have depended 
upon any smgle device for control and that it was not contended that any 
of those proposed were objectively “correct ” Although the majority of 
the writers did not go so far as Gouge m his general condemnation of the 
system itself, they usually recognized that their various proposals were 
merely mitigatmg devices, which they nevertheless believed would be 
effective m greater or less degree 

“Convertible Paper,” 0/1 ctt ,p 226 

[Appleton], An Examination ojtho Bankmg System of Massachusetts, p 21, and Remarks 
on Currency and Bankmg, pp 43, 45, George Tucker, Political Economy for the People (1859), 
P 177 

“■7 Middleton, op at , pp 12, 80, 125-26, 128, Colwell, op at , pp 464-65 
‘“8 Bowen, op at , p 364, Bascom, op at , p 300 

Raymond, op at , n, 156-57, Appleton, Remarks in Currency and Banking, pp 44-45, 
Tucker, Political Economy, p 178 

“Report on the Renewal of Bank Charters” (a report made to the Pennsylvama senate 
by a committee of which Raguet was chairman) (1821), reprinted m the Examiner and Journal 
of Political Economy, 11 (1834-35), 342 

A Short History, p 52 ««Philhps,op cit,p 262, Middleton, op cit,p 149 



CHAPTER IX 


THE FORTY YEARS PRECEDING THE CIVIL WAR 
IN THE UNITED Continued 

D espite the destruction of the Second Bank of the United States, 
there was, at all tunes during this period, a considerable body of 
opinion favorable to a “national bank ” Such an institution was 
desired primarily because of the behef that it would furnish a uniform 
currency and restrict, in some measure, the issues of state banks, but there 
were infrequent claims that it would also equalize the domestic exchanges — 
an argument which was closely related to the contention that it would 
furnish a uniform currency and that it would act as a fiscal agent for the 
government " Only James D Ogden noted that a national bank would be 
able to counteract any restrictive measures that might be put into effect 
by the Bank of England ’ 

There was a variety of opmion as to the precise manner in which a na- 
tional bank would provide a uniform currency One group emphasized the 
pomt that such an institution would restrict the issues of state banks by 
means of contmuous presentation of the notes of the latter for redemp- 
tion ^ A second group, while agreeing that state-bank issues would be 
thus restricted, pomted out that the notes of the national bank itself 
would serve as a national currency ■* However, there was not, in fact, very 
much difference between these first two groups, and what there was, was 
merely a matter of emphasis A third group, however, would have pre- 
ferred that the national bank be given the exclusive right of note issue ® 
Gallatm might be placed m both the first and the third groups He pre- 

" Stephen Simpson, The Working Man’s Manual (1831), p 252, [James DePeyster Ogden], 
Remarks on the Currency of the United States (1840), p 52, George Tucker, The Theory of 
Money and Banks Investigated (1839), pp 278, 293-302, Nathan Appleton, Remarks on the 
Currency and Banking (1841), p 40 
^Op at , p SI 

3 Gallatm, Writings, ed Henry Adams, H, 443, 461, and Suggestions on the Banks and 
Currency of the Several United States (1841), pp 34, 63, 90, [Isaac H Bronson], Letters to the 
Honorable Lem Woodbury, Secretary of the Treasury of the United States, by Franklin {1837), 
pp 18-19, also a letter from Bronson to a member of Congress pubhshed m the Financial 
Register of the United States, H (1838), 11-12 

4 Simpson, op at , pp 244-4S1 2S2-S3i Tucker, op at , pp 274-73 

s Samuel Cox, Elements of Banking and Currency (1838), p 20, E Y C , “A System of 
National Currency," Hunt’s Merchants' Magazine, XXXIV (1856), 20, Gallatm, Writings, 
n, 461-63 Cox, however, preferred that any paper currency be issued by the government 
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f erred a metallic currency or, failing that, a smgle bank of issue, but he 
beheved that neither was actually attainable, and therefore, as a practical 
matter, he looked to the central bank chiefly as a means of controlhng the 
issues of state banks However, he attached less importance to the whole 
question of a central bank than others among its proponents and con- 
cluded that “the cause is really not worth dying for 

David Henshaw contended that the value of the notes of the existmg 
Bank of the United States was mamtamed by the credit of the govern- 
ment He preferred government ownership of the bank for this and for the 
further reason that, as he thought, ownership solely by the government 
“is calculated to transfer the immense profits resultmg from the bank 
monopoly, from the monied anstocracy, into the pubhc coffers— the peo- 
ple’s treasury Henshaw had the wrong reason for a fairly defensible 
conclusion Henry Vethake, on the other hand, thought that the govern- 
ment might as well issue paper money directly (which he opposed) as 
provide for its issuance by a governmentally owned bank He felt that the 
government was not the appropnate agent for decidmg whether petitions 
for loans should be granted However, he proposed that the Treasury issue 
specie certificates * Most writers had nothmg to say on the subject of the 
proper ownership of a national bank, but, inasmuch as discussion was usu- 
ally m terms of some such institution as the Second Bank, it is to be pre- 
sumed that there was no strong opposition to at least partial ownership by 
the government It should be noted, moreover, that none of these writers 
thought m terms of a central bank as a monetary agency which might de- 
hberately manage the currency m accordance with some stipulated goal 

The strong pohtical opposition to a national bank was occasionally re- 
flected m the hterature on bankmg Nathan Appleton and Richard Hil- 
dreth objected that a national bank would be a monopoly, although Ap- 
pleton desired a relatively small bank to handle the fiscal affairs of the 
government George Tucker was sufficiently opposed to granting any 
monopoly of bankmg privileges to prefer that two or three banks be es- 
tabhshed mstead of one * Nevertheless, his opposition to a smgle bank was 
not very strong His suggestion, however, emphasizes agam the fact that 
there was, at best, only a very madequate conception of a central bank as 

‘ Gallatin, Writings, 11, 553 

’David Henshaw, Remarks npon the Bank of the United States, hy a Merchant (1831), pp 39, 
46, the quotation is from p 46 

“Henry Vethake, The Principles of Political Economy (1838), pp 200-202 

® [Nathan Appleton], An Examination of the Banking System of Massachusetts (1831), 
P 44) Mid Remarks on Currency and Banking, pp 29-30, 40, [Richard Hildreth], The History 
of Banks (1837), P I37) Tucker, op cit , pp 328-31 
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a monetary agency Gouge beheved that a national bank would not check 
the issues of the state banks but would itself expand and contract as did 
the state banks 

It was frequently claimed that the issuance of money was a prerogative 
of the federal government and that the chartermg of banks by the state 
governments resulted in an unregulated and imsatisfactory currency ” 
Besides the patchwork reforms and the proposal of a national bank, which 
have already been discussed, there were two more fundamental reforms of 
the banking and currency system that were proposed The first of these 
was the introduction of an mdependent treasury system and the second, 
the creation of banks which should hold loo per cent reserves These two 
measures of reform were not mutually exclusive, and in a very few cases 
they were defended by the same writers These writers contended not only 
that the state governments had robbed the federal government of one of 
its prerogatives but that the only satisfactory solution would be a return 
to a “hard” money or the “constitutional currency ” However, there was 
appaiently a quite general behef that the federal government did not have 
the power to restrict or destroy the state banks,*’ and there was a small 
number of writers who held that, even though the state bankmg system 
was unsatisfactory, it was then too late to elimmate the state banks with- 
out excessively deleterious consequences 

It seems to have been, in part at least, because of these difficulties, legal 
and practical, that the notion of an mdependent treasury was promoted 
On theoretical groimds Gouge was the outstandmg proponent of such an 
mstitution It was defended not only because it would mtroduce settle- 

1“ William M Gouge, An Inquiry into Ihe Expediency oj Dispensing with Bank Agency and 
Bank Paper m the Fiscal Concerns of the United States (1837), p ij 

WiUiam H Crawford, Bank of the United Stales and Other Banks and the Currency {1820), 
in American State Papers Finance, in, 498, Gallatin, Suggestions on the Banks and Currency, 
pp 68-70, [James Richard Ronaldson], Banks and a Paper Currency Their Effects upon Society 
(1832), p 3, Clmton Roosevelt, The Mode of Protecting Domestic Industry, Consistently with 
the Desires both of the South and the North, by Opiating on the Currency (1833), p 32, Charles 
Francis Adams, Reflections upon the Present State of the Currency in the United States (1837), 
p 34, and Further Reflections upon the State of the Currency in the United Stales (1837), p is, 
Cox, op cit , p 20, James Guthrie, “Report on the State of the Finances,” Senate Documents 
(34th Cong , ist and 2d sess ), V, 22-23, the first “Report” of Opdyke’s committee, Bankers' 
Magazine, p 4S6, John Bascom, Political Economy (i860), pp 334, 338, Edward Everett, 
The Mount Vernon Papers (i860), p 180 

” For the possible legal difficulties see above, pp 126-27 

'3 McDuffie’s Report, p 8, Tucker, Theory of Money and Banks, p 233, and "Banks or 
No Banks,” Hunt’s Merchants’ Magazine, XXXVUI (1858), 149, and Political Economy for 
the People (1839), p 181, the first “Report” of Opdyke’s conmuttee, op cit , p 484 Tucker, 
however, would not have asked for the elumnation of the state banks, even though he had 
thought it feasible 
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ment by means of a “hard” money mto a large part of the payments of the 
country but also because it was beheved that it would very considerably 
reduce and to some extent control the power of expansion of the banks 
However, there was also a considerable amount of opposition to the in- 
dependent treasury Gallatin charged that if there were an accumulation of 
government funds m the treasury, these funds would be “unproductive”, 
and he denied that it would have any influence toward restoring a sound 
currency Adams contended that it would fail to protect the public from 
a fluctuating currency, and Colwell feared that the effect on the banks of 
a large payment m specie to the government would be disastrous Bascom 
stated that the adoption of the subtreasury “was not less the confession of 
a necessity — a duty — than the abandonment of that duty ” By this state- 
ment he apparently meant that the government had failed to take action 
(as he beheved it should) to restore a completely metallic currency 
Durmg this period there were some half-dozen men who would have re- 
quired banks to carry loo per cent reserves against demand deposits as a 
means of restnctmg the currency to “hard money” or its equivalent Al- 
though Daniel Raymond did not specifically recommend loo per cent re- 
serves, his suggestions were of such a nature as to mdicate the likelihood 
that he would have agreed to such a proposal He contended that “the 
pubhc derive no benefit whatever from banks loanmg their paper to a 
greater amount than their capital”, and he suggested that all money 
should be issued by the government with a loo per cent reserve of specie 
He clauned that it was through the unitmg of the functions of the banks as 
“loan offices, and as manufacturers of paper money, that banks are in- 
junous to the pubhc Samuel Cox made substantially similar state- 
ments, except that he did not refer to the umtmg of lending and money- 
creating activities ^0 However, before 1850, Gouge was the only writer who 

Gouge, A Short Hulory of Paper Money and Banking in the United States (1833), pp 
111-12, An Inquiry, pp 11, 14, and “Report on the Pubhc Depositories,” Executive Docu- 
ments (33d Cong , 2d sess , 1834-55) (Senate printing), IV, 267, 272-73, the first “Report” 
of Opdyke’s committee, op cit , p 486, George D Lyman, “New Views of the Currency,” 
Bankers' Magazine, XTH (1858-59), 595, James Guthne, “Address on the Currency,” Bankers’ 
Magazine, XIII (1858-59), 597, John A Dix, “New Views of the Currency Queshon,” Bank- 
ers' Magazine, XIIE (1858-59), 516 It had been hoped that the state governments, as well as 
the national, would estabhsh mdependent treasuries (see Gouge, “The Banks of the United 
States,” Bankers’ Magazine, XIV (1859-60), 9, and the above reference to Guthrie) 

's Suggestions on the Banks and Currency, pp 86-88 

■‘Adams, “The State of the Currency,” op cit ,p 513, Colwell, The Ways and Means of 
Payment (2d ed , i86o), pp 608-10 
■I Op cit , pp 338-40 

■* Darnel Raymond, The Elements of Political Economy (1823), I, 250-51, 11 , 129, 132, 154 
■’ Op cit , pp 10, 20-21 
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specifically suggested the desirabihty of substituting “ofi&ces of transfer 
and deposit,” on the model of the Bank of Hamburg, for the existmg bank- 
ing institutions In the 1850’s Gouge was stfil defendmg such “haid- 
money” hanks, as he had called them in 1842, but durmg this decade 
George Dutton, John A Drx, and Charles H Carroll also pronounced m 
favor of 100 per cent reserve bankmg “ Dutton contended that the Bank 
of Amsterdam was the proper model for a bank and that, if banks were so 
organized, “the money lender’s trade would be divorced from, and de- 
prived of its power to tamper with the national currency Dix men- 
tioned the desirability of 100 per cent reserves for notes only and doubted 
that even this was attainable, but yet he approved of Carroll’s proposals, 
which uneqmvocally included deposits 

During the 1850’s the most active opponent of the bankmg system was 
Carroll He was equaled m the bitterness of his attack only by Gouge, and 
none surpassed him m his understandmg of the operations of the system 
He pubhshed numerous articles in Hunt’s Merchants’ Magazine from 1856 
to i860, and several m the Bankers’ Magazine from 1857 to 1859 Even in 
1856 he had objected that the new gold from California passed mto bank 
reserves, thus permittmg undesirable expansion of credit by the banks 
He pointed out that, if the country had a hard currency, certificates of 
deposit could be issued and that thus the advantages of a paper currency 
could be realized After the pamc of 1857, however, his hostihty to the 
banks mcreased He charged that the “debt currency” (bank notes and 
deposits) created by them raised prices and thus drove specie out of the 
country In this connection he criticized Adam Smith severely 
Dr Smith understood perfectly well that every pound note, or every bank credit, 
added to the currency, expels its amount of gold and silver, but it never seems to 
have occurred to his mind that the additional currency must degrade the value of the 
whole, before the precious metals can be displaced 

A Short History, 'p 122 

” After the pamc of 1857 there was apparently a considerable amount of feehng m favor 
of a bank which would carry 100 per cent reserves, and, m fact, articles of mcorporation for 
such a bank m New York City were taken out However, most of this discussion ran in terms 
of the desirabihty of such an mstitution as an addition to the existmg bankmg arrangements 
I am not aware that this “Bulhon Bank” ever opened its doors for busmess {Bankers' Magazine, 
Xm (old ser , 1858-59), 409, 440-S2, 757-60) 

““ [George Dutton], The Present Crists (1857), pp 23-25 
“New Views of the Currency Question,” op ctt , pp 517-20 

Charles H Carroll, “The Gold of Califorma and Paper Money,” Hunt's Merchants' 
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« Charles H Carroll, “Currency of the Umted States,” Hunt's Merchants Magazine 
XLm (i860), 580, “Money and Bankmg,” thi , XXXVH (1857), 307-9 

Charles H Carroll, “Interest and Cheap Money,” tind , XXXVHI (1858), 37 



A HISTORY OF BANKING THEORY 


156 

He implied that the outflow of gold compels the banks to contract, 
that thus gold is returned and the banks are again m a position to expand ’’ 
While he did not exphcitly state that such “peipendicular” declines in the 
price level as that of 1857 were to be ascnbed to the export of gold, it seems 
likely that this would have been his contention , and m any case he em- 
phasized the losses to the business commumty from sharp contractions of 
bank credit However, he beheved that a slowly falhng price level would 
not be harmful 

Carroll’s prescription for the cure of these banking ills was to require 
the banks to carry “100 per cent of specie in reserve agamst” all “demand 
liabilities”, but he would not have interfered with the operation of savmgs 
departments It is evident that he failed to see the monetary sigmficance 
of savings deposits and the danger that, under his proposed system, time 
deposits might be so developed as to circumvent m considerable measure 
his restnctions 

While there were no careful analyses of the question of a possible need 
for an elastic currency or of the manner m which such a currency might be 
provided, there were, nevertheless, numerous writers who assumed such a 
need and briefly defended the doctrme that bank-note issues are elastic 
A number of these writers contended that there were seasonal variations 
m the need for currency,^* but others thought more in terms of possible 
random fluctuations m the volume of busmess In any case, the majority 
of them held that, if the banks discounted only “busmess paper” or notes 
growing out of “real transactions” and for short periods only, the cur- 
rency would fluctuate in accordance with the needs of trade Cooper and 
Bowen, however, merely suggested that the banks should confine them- 
selves to short-term paper Hildreth even claimed that if bank notes “were 

“Money and Banking,” ibid , XXXVII (1857), 311, “Specie Prices and Results,” %bii , 
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XLII (i860), 383-84, “Currency of the United States,” ibid , XLIII (i860), 382 

II Condy Raguet, A Treatise on Currency and Banking (2d ed , 1840), p 92, Anonymous, 
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left to regulate themselves,” they would so vary in volume as to prevent 
those fluctuations m the price level which would occur with a purely me- 
talhc currency 

The critics of bank-note elasticity were more numerous than the de- 
fenders Nevertheless, there were few direct attacks on the doctrines out- 
hned above Gouge took note of them, but his answer was merely to charge 
that bank-note issues are perversely, rather than desirably, elastic Only 
Hooper saw that a surplus of reserves is a necessary condition for the ex- 
pansion of bank credit, and he charged that the banks so operated as to 
avoid holding surplus reserves Therefore, he held that the banking sys- 
tem was never m a position to expand at such times as expansion became 
desirable 

One of the most frequent criticisms directed at the banks was that they 
promoted perverse elasticity of the currency A large proportion of writers 
made substantially the same charge agamst the banks as that of the cur- 
rency school m England, although none of them made quite the same sug- 
gestions as to pohcy They declared that the banks first expanded the cur- 
rency, thus causmg rismg prices and speculation, and that this fact caused 
an outflow of specie, in the wake of which came contraction, busme'ss 
losses, and failures In this manner the banks were responsible for a con- 
tmuous round of expansions and contractions A number of these men 
beheved that other factors than the export of specie might at times be the 
cause of contraction, and there were stfll others who made the charge of 
perverse elasticity without any reference whatever to the matter of m- 
temational specie flows Thus Simpson stated that “the great vice, and 
to the stock mterest, the great virtue of paper, is its elaskciiy*’ and m 

13 Oj! cjl , pp iig-22, and Bonij, Bonfong, ojirfi’a^er C««'e»«ei (1840), pp 137-44 
A Short History, pp 62-63 
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girmlar vein Bascom wrote that “it is the elasticity of credit which makes 
extended speculation possible ”” 

In connection with this charge of perverse elasticity, a considerable 
number of writers made the further criticism that CQntractions of the cur- 
rency were a multiple of the reserves lost by the banks Thomas Law con- 
tended that, inasmuch as the banks in some instances issued notes to the 
extent of five times the amount of specie held, notes would have to be 
contracted m the ratio of five to one for specie withdrawn Vethake and 
others pomted out that, whereas this multiple contraction was required 
under the existmg bankmg system, only a one-for-one contraction (upon 
export of specie) would occur if the currency were purely metaUic "t' Hil- 
dreth, however, stated that, whereas it was commonly supposed that a 
multiple contraction became necessary with a loss of reserves, such a con- 
clusion was erroneous His reason for thus objectmg was that the amount 
of notes a bank can circulate “depends entirely upon the extent of the 
sphere through which the notes circulate, and upon the amount of the 
competition which they have to encounter” rather than upon any stipu- 
lated reserve ratio 

'There were numerous brief references to the subject of bank liquidity 
Several writers referred to the fact that bank habihties are payable on de- 
mand and concluded that it was therefore necessary for the banks to mam- 
tam a liquid condition « Doubtless others, who msisted upon the need for 
hquidity, would have agreed that it was the demand character of the ha- 
bdities that was responsible for this need Some few writers beheved that 
It was either permissible or desirable that the capital of the banks be m- 
vested m long-term securities of one sort or another, usually government 
bonds or real estate mortgages being suggested Gouge, however, felt that 
the securities in which the capital was mvested should be “available in 
cases of emergency Cooper also urged that the capital should be so in- 
vested that It would be “forthcommg at the instant”, and he specifically 
warned against investments m “land or fixed property,” although he said 
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nothing about real estate mortgages « Raguet held that the capital should 
be mvested m “permanent loans 

It was the usual belief, among those who expressed an opmion on the 
subject of liquidity, that the loans of the banks should be short-term 
However, only a very few writers stipulated that these short-term loans 
should be exclusively for busmess purposes or that they should grow out 
of real transactions Crawford, Cooper, Appleton, and Raguet did express 
such an opmion, and it is highly probable that others who argued for 
short-term loans would have agreed had the question been put to them 

One of the few things that Stephen A Colwell saw clearly was the fact 
that, under the prevailing system of fractional reserve h ankin g, the assets 
of the banks could not be suf&aently hqmd to make possible redemption 
on demand of notes and deposits in large amounts and that any such de- 
mand on the part of the pubhc would brmg disaster upon themselves and 
the banks as well « Therefore, there should be legal provisions agamst 
contraction He proposed that the banks open two accounts with their 
customers, “one for money, and one for credit Cash would be payable 
on the former at any time, but credit accounts (derivative deposits) and 
notes would be redeemable only upon the day that the loan to the custom- 
er became due, although the accounts could be used at any time for mak- 
ing payments to or at the bank If the banks operated m this manner, they 
could lend money only when they had it, but they could lend credit at all 
times The consequences of his proposals would have been, therefore, that 
no limit whatever would have been placed upon the volume of loans that 
could be made, the proceeds bemg taken either m the form of credit ac- 
counts or notes, and while the notes would have been, m effect, tune bibs, 
they would have been permitted to circulate, but the borrower would 
have had full use of funds taken in the form of deposit credits only on the 
day he was required to return them to the bank! Customers who would 
have been w illing to pay mterest on loans of this kind would have been 
rare indeed 
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In 1857, Nathan Appleton made the first of a long succession of state- 
ments, reaching to the present day, m cnticism of the practice in New 
York City of makmg call loans He called this system “especially perm- 
aous to borrowers” but did not further explain his opposition or state 
whether the call loans to which he was objectmg were made to traders, 
stock-exchange speculators, or others It was, of course, to the second that 
opposition later developed 

Criticisms of the above opmions on hquidity were meager Secretary 
Crawford, as was noted above, looked to the discoimtmg of “notes found- 
ed upon real transactions” for the mamtenance of the hquidity of the 
banks Nevertheless, his objection to “permanent loans” as bank mvest- 
raents constituted a begmmng of a significant criticism of hquidity doc- 
trmes generally He argued that, if the banks mvested m “fixed or per- 
manent loans,” any general attempt by the ban k ing system to hquidate 
would be difficult or impossible His statement runs as follows 

In the latter case, as the debts due to the banks would not, according to the under- 
standing of the parties, become due at short intervals, the only mode of mectmg the 
increasmg demands upon them for specie would be to require of the whole mass of 
debtors the payment of a fixed proportion of the sums due by them As the curcum- 
stances which would require this measure, on the part of the banks, would generally 
affect the community m the same degree, the capacity of them debtors to meet this 
demand would generally be found to be in an mverse ratio to the demand 

The difficulty suggested in the last sentence would be real, but the same 
problem would arise if the banks m the aggregate attempted to reduce the 
volume of their short-term loans Ogden similarly defended short-term 
biUs and argued that real estate or “state stocks” cannot be made avail- 
able at will or “converted in large amounts durmg a period of pressure 
Bascom came close to this doctrme m his objection to the furnishing of 
“capital” to busmess enterprises by the banks His contention was that 
“pressure on banks and busmess wjU often anse at the same time ” As in 
the case of Crawford, this argument can be turned agamst his own position 
m defense of loans “for a limited period 

Edmund Dwight carried this argument one step further in his objection 
to the substitution of call loans for speae reserves He contended that 
such loans are ' 

tbe great pamc makmg power Call loans with stock collaterals are put in the place of 
specie The theory looks plausible as proposed by each separate bank “If the balances 

SI Letter to John A Stevens, o-p at , p 407 
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are against us we can caE m our loans— get checks on other banks — and thus obtain 
the needful com at any moment ” But m practice it is not so The causes which alarm 
one bank alarm the whole Upon any shock to confidence, they aU call in at once ” 

Dwight pointed out the calamitous results of this contraction by the 
banks, and he also contended that m the final analysis it was not of much 
help to the banks themselves, for the reason that they could acquire more 
specie only as the interior and foreign exchanges turned m favor of New 
York, and this shift of the exchanges came slowly He preferred that short 
loans, as well as call loans, be restncted m amount and to this end sug- 
gested that the maximum rate that the banks nught charge on loans under 
thirty and sixty days be fixed at 3 and 5 per cent, respectively This re- 
striction, he believed, would compel the New York banks to carry more 
specie, and he looked upon this result as the appropriate remedy 

I shall next present some of the Views of Condy Raguet and William 
M Gouge in a more coherent manner than has heretofore been done for 
any mdividual writer considered m this chapter Charles H Carroll may 
have been more able than either of these men, but his discussions were 
fragmentary So also Samuel Cox may have been, but his wntten work on 
our subject is lunited to one short pamphlet of twenty-three pages Albert 
Gallatin and Samuel Hooper were able, but I think not qmte the equal of 
Raguet and Gouge Raguet frequently showed marked powers of generali- 
zation, and yet m regard to two problems of major importance he showed 
a woeful lack of understanding, m the one case, and either equal confusion 
or rank inconsistency, in the other Gouge was the equal of Raguet at the 
latter’s best, was less frequently guilty of questionable statements, and 
had most unusual and refreshmg critical abihty Nevertheless, his work is 
occasionally marred by a failure to restrict himself to purely analytical 
methods and a resort, instead, to the unputation of evil motives to the 
bankers 

Raguet’s views can perhaps best be presented by centering the discus- 
sion m the two problems which he never succeeded m understandmg 

“The Financial Revulsion,” op cil , p iS9 
159-60,162 
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First, like a number of writers of his day, he distinguished three types of 
banks, namely, those of deposit, discount, and circulation, and it was his 
confusion in regard to the second and third of these t3p)es that resulted in 
an important weakness m his theories Second, he msisted that the com- 
mercial banks were responsible for a disastrous perverse elasticity of the 
currency and stated that in an isolated economy the banks could expand 
“under certam states of confidence” and, even though their liabilities were 
convertible, “almost without limits”, but at the same time he claimed 
that, if discounts were made only for the purpose of financmg real transac- 
tions, the currency would expand only in proportion to the expansion of 
business and would possess, not a perverse, but a desirable, elasticity 

The banks of Amsterdam and Hamburg were cited by Raguet as ex- 
amples of banks of deposit He clearly mtended to suggest by this refer- 
ence that banks of deposit held loo per cent reserves behind their de- 
posits, and he exphatly pomted out that they had no control over the 
quantity of the circulatmg medium He approved of these banks but had 
nothing further of significance to say about them 

He described a bank of discount as follows 

A bank of discount is an institution possessing a capital m money, which the pro- 
pne tors lend to merchants and others by discounting acceptances and promissory 

notes, originatmg m the sale of merchandise and other properly, having short periods 
to run It also receives on deposite, either by allowmg interest or not, as the agreement 
may be, the money of other people, repayable at fixed periods or on demand, which it 
also lends with its own capital in discounting commercial securities Of this descrip- 
tion of banks, are all the establishments in London, (except the Bank of England) and 
many of those of the prmapal cities on the contment of Europe known as private 
bankers As such banks do nothmg more than lend the money which actually 
exists m the community, it is evident, that they, like banks of deposite, exert no m- 
fluence whatever over the currency, m expanding or contracting its amount, and that 
consequently they produce no effects different from those which would result if the 
same money had been loaned out by its mdividual proprietors, through the agency of 
brokers 

Raguet added that it might be supposed that, if the deposits of such banks 
were payable on demand, any expansion of loans would result in an equiva- 
lent expansion of the currency But such a conclusion would be erroneous, 
said he, because it would be necessary for some borrower to repay the bank 
before any (primary?) depositor could be paid his money In this way, he 
claimed, “the aggregate mass of the currency is preserved the same as be- 
fore ” Nevertheless, he insisted that, “in aU the cities of the United States, 
nearly all pajmients of money, except m very small sums in retail transac- 
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tions, are made m checks on banks But we must turn briefly to Raguet’s 

discussion of banks of circulation before attempting further to explam 
this anomalous position taken by him Such banks he described as follows 
, 4 hank 0/ circulation is an institution established solely for the purpose of lending 
credit, which is performed by exchanging its promissory notes payable to bearer on 
demand m com, or givmg transferable credits on its books, also payable on demand m 
com, for the promissory notes of individuals The operations of such a bank, it 
will be perceived, are different from those of the two preceding ones, masmuch as the 
currency by the mtroduction mto it of paper money and paper credits, createable at 
will, m addition to the com which before constituted the entire currency of the country, 
admits of expansion and contraction, and consequently of fluctuations such as are 
unknown under a metallic currency 

Raguet strenuously msisted that demand deposits, as well as bank notes 
payable on demand, constitute a part of the currency, but only m banks of 
circulation A final quotation on this subject, m which he attempted to 
defend his conclusion, may be excusable 
And here I beg the reader to mark well the distinction between a deposit in a bank 
of discount, and a deposit in a bank of circulation The former constitutes no part of 
the currency, as I have asserted m the first chapter of the second book, for the simple 
reason that, although the depositor may have the right to draw out his com on de- 
mand, yet this right is inseparably connected with the obligation on the part of some- 
body else, to pay mto the hands of the banker sunultaneously an equal amount, m 
order that the banker’s stock of cash m hand to meet daily or unexpected calls may 
remain undimmished In the case of a bank of cuculation the matter is widely differ- 
ent The depositor may be paid the amount of his deposite in bank notes, without 
Its bemg essential to such payments that any debtor of the bank should be obliged 
simultaneously to discharge his debt, his operation bemg merely the substitution of 
one form of bank credit for another, and it is therefore m reference to such a bank that 
these remarks are made 

It IS possible that the basis of Raguet’s error lay m a wrong mterpreta- 
tion of an important element of truth m his contention about banks of 
circulation If at any given time there is a demand on the part of the pubhc 
for the conversion of deposits mto hand-to-hand currency, if at the same 
time the banks do not have the nght of note issue, and if they feel that 
their reserve ratio is already at the permissible minimum, such a demand 
from the pubhc will result in contraction by the banks On the other hand, 
if the banks have the nght of note issue and if the required or desired re- 
serve ratio for notes is the same as, or less than, that for deposits, then no 
contraction of loans wiU be called for under the circumstances stated, even 
though the deposit reserve ratio is already at the mmimum But this is not 
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to say that banks of discount, to use Raguet’s terminology, could not in- 
crease the quantity of circulating medium If it was this difference in the 
likelihood of contraction which lie saw, he might well be given a mark of 
merit despite his confusion, for it is a matter of some importance 

In an isolated economy Raguet believed that a currency consisting of 
convertible bank habilities could be expanded “almost without limits” m 
“certain states of confidence Under existing conditions, however, 
wherem international trading relations are mamtamed, the possibihty of 
exportmg specie places a limit upon the extent of expansion If the cui- 
rency is convertible, the aggregate of specie and paper cannot for long 
(much) exceed the amount of specie that would have circulated m the 
absence of the paper He conceded that a permanent mcrease of the cur- 
rency to a slight extent is possible, for the reason that an mcrease of a 
convertible paper currency m any one country mcreases the total cur- 
rency of the world, m the same manner as would an mcrease m gold “ He 
explained the export of specie in the orthodox manner, that is, as the banks 
mcreased the currency, prices would nse, exports dechne, and imports in- 
crease, and consequently specie would flow out to meet the adverse bal- 
ance of payments This mcrease in bank loans could contmue so long as 
there remamed m the country sufficient specie to maintain convertibihty 
of the currency 

He held that expansions and contractions of the currency might be re- 
duced to such a mmimum as would make them unobjectionable “if there 
were a real bona fide convertibihty ” And how was this “absolute con- 
vertibihty” to be attamed? The banks should (i) redeem their obligations 
promptly on demand, “without the slightest mtimation by the looks, 
words, or deeds of their officers, that they would rather not pay”, (2) 
scrupulously avoid throwing any “obstructions in the way of a free ex- 
portation of com”, (3) call upon each other daily for payment of inter- 
bank balances m com, “m order that each bank may be restricted within 
its proper sphere”, (4) confine themselves to the “legitimate pursuits of 
banking” and carefully watch the “pohtical horizon ” Furthermore, if there 
IS to be a check upon the perpetual tendency to overissue, the public has 
the duty of askmg for the conversion of notes or deposits mto com unin- 
fluenced by “fear, favor or affection ” He added that, m fact, the pubhc 
had been reluctant to act in this manner, for the reason that merchants 
realized that extensions of loans might be restricted if they asked for com, 
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and the customers of the merchants for sumlar reasons were likely to 
exert pressure on the latter to prevent requests for conversion Finally, it 
was also necessary, therefore, that the legislature require the forfeiture of 
charters of banks that failed to redeem their obligations and impose a 
penalty on such banks of 12 or 24 per cent per annum on the amount of 
notes and deposits not redeemed In addition, he would have ehminated 
notes of small denommations and the limited habihty of stockholders in 
banking institutions However, he was skeptical that the above program 
could be adopted at that time, and he suggested as an acceptable substi- 
tute that the New York free-bankmg law be adopted by all the states 
Although he did not make a categorical statement on the subject, it 
seems evident that Raguet did not believe that clearmg operations would 
prevent the system from overexpandmg, for he pomted out that the banks 
of a given city served to check overissues by those of other cities and that, 
correspondmgly, foreign countries served to check the issues of any one 
nation He added, however, that if aU banks throughout the world ex- 
panded together, there would be no check from clearing operations or 
gold flows If, however, a powerful bank refused to jom m a race of ex- 
pansion, It would acquire com from the other banks, “thereby nipping in 
the bud the earliest sjmaptoms of excess Elsewhere he added that, in 
fact, the banks of the various countries, and of the cities of a given coun- 
try, tend to expand and contract together He deplored the tendency to 
estabhsh banks of circulation in all nations, for every movement in that 
direction “is a step towards that terrible consummation, where no domes- 
tic or foreign checks will longer exist to prevent those unhmited expan- 
sions, which cannot possibly exist without alternate contractions, sub- 
versive of the industry and prosperity of the whole civihsed world 
While Raguet professed to beheve that, with appropriate regulations, 
banks of circulation would operate satisfactorily, he had the greatest dis- 
trust of the banks of the United States as they were then operated He 
charged that they first expanded the currency, which led to extravagance 
and speculation, and that finally, as the depreaation of the currency pro- 
gressed, “timid people become alarmed, and make a run upon the banks, 
whilst com IS also demanded for exportation ” The banks then must con- 
tract, and he described very well the losses that resulted from this restric- 
tion of bank credit 
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Despite the preceding very excellent ideas concerning the influence of 
banks of circulation on the supply of money, Raguet at times committed 
himself to complete approval of the real-bills doctrine Whether this latter 
attitude was a matter of outright inconsistency or of a behef that the ills 
of the system originated m the fact that the banks did not operate in con- 
formity with this doctrine is not entirely clear, but the probability is that 
the latter is, m the mam, the true explanation However, this mterpreta- 
tion does not absolve hun of the charge of maccuracy, for no thorough- 
gomg approval of the real-bills doctrine can represent anything other than 
confusion 

In regard to discountmg busmess paper, Raguet wrote as follows 

But m order to render legitimate the operations of a bank of circulation, its loans 
should not only be for short periods, but should be confined solely to the discounting 
of what IS called business papei , that is, promissory notes and acceptances received by 
the holders for merchandise and property sold If none others were discounted, the 
expansion of the paper system would only be m proportion to the expansion of busmess 
When this was extended, so as to call for more currency, as at particular seasons of the 
year, more currency would be created, and when busmess was dimmished, as at other 
seasons, so as to require less currency, the excess would be absorbed by the payments 
made back to the banks In these operations, the level of the currency would not be dis- 
turbed, so as to produce a depreciation, for although there would at times be a greater 
quantity of bank notes in existence than at other times, yet this quantity would be m 
exact proportion to the mcreased demand, arismg from an increase of transactions 
Thus would the elasitcUy of the bankmg prmciple accommodate itself to the state of 
commercial wants ” ^ 

He added that he wrote only of bank notes for the sake of simplicity and 
that It was to be understood that the same remarks applied to demand de- 
posits m banks of circulation 

In the above statement, not only did Raguet contend that the discount- 
mg of business paper would create a desirably elastic currency and prevent 
any overexpansion of credit, but he clearly implied that he took the ex- 
treme position that the adjustments of the currency to the volume of 
business would be so precise as to result m a stable pnce level All this 
was notwithstandmg the fact that at an earlier time he had stated that a 
currency composed exclusively »f com was the most sound and mvanable 
“of which the nature of thmgs will admit” and that convertible bank 
credit is acceptable only if the amount of credit plus com is not m excess of 
the com that would have circulated in the absence of the banks 

He contended not only that accommodation notes were less safe for the 
banks but that they promoted overtradmg and speculation He also thought 

” A Treatise, p ga 

I'l Ibtd , p 94 w “Report on the Renewal of Bank Charters,” op cit , p 33S 
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that the discounting of long-term notes or those that are renewable places 
the banks at the mercy of the pubhc, for they are hable to be called on for 
payment of their obligations faster than their debtors will pay them 
Nevertheless, he showed some minor nusgivmgs on the subject of hqmdity 
As he stated it 

Great mischief results from so large a portion of the debts of the community bemg in 
the form of promissory notes discounted by the banks, mstead of permanent loans, 
owing to the temptation of banks to expand, arising from the broad field upon which 
they suppose they can contract in case of need, which is much larger than it would be 
if all their capitals were loaned out upon permanent securities 

He claimed that this supposition that the banks could contract at all 
tunes had been disproved by the stoppages of 1837 and 1839, and he de- 
sired that the capital of the banks be mvested m “permanent securities ” 


Gouge was more uncompromismg in his opposition to the banks, both 
under their existing methods of operation and in all possible alternatives, 
than was Raguet, and he was more consistent in his theoretical formula- 
tions ’’’’ He referred to the surreptitious makmg of loans by the Bank of 
Amsterdam and added that “what was regarded as a shameful breach of 
confidence in the Bank of Amsterdam, is, with our American banks, an 
avowed principle of action ” He held that deposits are m all cases equal to 
cash, that they may be created by lending, and that they have the same 
effect on prices as bank notes, pointmg out that he who has deposited 
money and he to whom that money has been loaned appear m the market 
as competitors Many years later he msisted that deposits should be in- 
cluded m referrmg to the quantity of the “circulation He specifically 
denied what he called the assumption of the friends of the bankmg system 
that bank notes merely displace an equal amount of gold and silver, clear- 

A Treatise, p 89 

” Gouge was born m Philadelphia in 1796 and died m Trenton, New Jersey, m 1863 In 
1823 he became part owner and one of the editors of theP/ufodelJifttaGazeftebut severed this 
connection within a few years Dunng the 1830’s he was appointed to a position in the Treas- 
ury Department, and during the major portion of the remainder of his life he held a position 
m the Treasury A Short History of Paper Money and Banking is divided mto two parts, paged 
separately Part I, “An Inquiry mto the Prmciples of the Amencan Banking System, with Con- 
siderations of Its Effects on Morals and Happmess,” has 140 pages and is entirely theoretical, 
while Part II, “A Short History of Paper Money and Banking in the United States,” has 240 
pages and is almost exclusively historical The major portion of Part H was pubhshed m Eng 
and, with an Introduction by Wilham Cobbett, under the title of The Curse of Paper Money 
and Bankmg Gouge said that an abndgement was also pubhshed m LaRemie umverselle (Brus- 
sels) He himself repubhshed both parts senally, with only a very few mconsequential changes, 
m the Journal of Bankmg (1841-42) 

A Short History, pp 22-23 (references are exclusively to Part I) 
n “The Banks of the United States,” op cit s 
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ly implying that the banks operate to increase the currency That the 
banks do have this effect was always one of his major assumptions 
Convertibihty, he conceded, places a hmit on bank expansion, but, 
nevertheless, “it comes m as only a secondary regulator The banks 
promote a continual round of expansions and contractions As the cur- 
rency IS extended, prices rise, although unevenly, “industry is stimu- 
lated, and enterprise encouraged ’’ “Speculation is excited ” These 
developments can contmue for some time before the foreign-exchange rate 
IS affected Ultimately, pnces of some commodities are raised above the 
level prevailing in foreign countries, gold is demanded of the banks, and 
they must contract This contraction causes falling prices, and busmess 
losses ensue As prices fall, imports dechne, and speae is brought back 
The confidence of the banks is renewed, and they begin again their cycle of 
expansion and contraction The effects of restriction are worse because 
of the multiple contraction necessitated when the banks lose specie He 
claimed that a ratio of four to one was usual 
While Gouge was no advocate of inconvertible paper money, he never- 
theless contended that the evils which banks “produce when regularly 
paymg specie, or when in a regular state of suspension, are as nothmg 
when compared with the calamities they cause by efforts at resumption 
and sustaining specie payments, especially if those efforts are all timed 
and ill directed ”*■' The reserve ratio which the banks find to be desirable 
varies greatly with circumstances, so that under one set of conditions the 
banks may find it possible to issue twice as much as under other conditions , 
and yet in the first mstance they have no trouble m mamtammg converti- 
bihty, whereas m the second they may be able to do so only with extreme 
difficulty 

Gouge criticized the doctnne that a bank medium of pajmient is elastic 
in the sense that it varies appropriately with changes in the volume of 
business 

Most unfortunately for this argument, when the demand for money is greatest, 
the Banks are compelled to contract their issues When the natural demand is least, 
they are able to expand most 

Any thing that excites the spmt of enterprize, has a tendency to mcrease the amount 

Journal of Banktng, p 369 Gouge pubhshed this journal for one year only, from July, 
1841, to July, 1842 At the time of discontinuance of the Journal he wrote m part as follows 
“No journal of pohtical economy or statistics, m either Europe or America, that we have been 
able to hear of, has ever repaid expenses, and we must of necessity seek some other pursuit ” 
A Stmt History, -pp ^o, 61, Journal of Banking, p 371 
A Short History, pp 24-26, Journal of Banking, p 371 

A Short History, p 62 Journal of Banking, p yog ^iJhid ,p 371 



THE FORTY YEARS PRECEDING THE CIVIL WAR 169 

of Bank issues Whatever damps the spirit of enterprize or of speculation, has a tend- 
ency to reduce the amount of Bank issues As the wild spirit of speculation has in most 
cases its origin, and in all its ahment, m Banking transactions, these various causes 
operate in a circle 

Nevertheless, as will be noted shortly, he at one time suggested the pos- 
sibility that, if only business paper were discounted, a bank medium might 
have within itself “a self-regulatmg principle ” 

He held that there might be a considerable degree of “inflation” before 
the foreign exchanges were affected, and therefore he denied that the ex- 
changes would regulate the currency m any desirable manner 

The notion that the foreign exchanges will regulate such paper so as to give it the 
stability of hard money currency, is altogether fallacious It is necessary, indeed, for 
the bankers to watch the course of foreign exchanges, as otherwise they would not 
know when to save themselves by ruimng the commumty But experience has shown 
that there may be very great inflation of the currency, and a very small rise in foreign 
exchanges 

On one occasion Gouge mdicated approval of the Suffolk and Scotch 
systems of setthng mterbank balances It must be presumed that he ap- 
proved such clearing methods as a means of preventmg any mdividual 
bank from expandmg to a greater extent than its competitors, for it would 
have been contrary to the pomt of view that he consistently took to have 
contended that these arrangements would entirely prevent overexpan- 
sion Moreover, he pomted out most emphatically that the operation of 
the Scotch bankmg system “produces tremendous commercial revulsions,” 
although he seemed to thmk that it worked somewhat better than the 
American system and suggested as possible reasons the gradual develop- 
ment of bankmg in Scotland “as the wants of the country required it, or 
rather as the country acquired strength to bear it,” and the“peculiarities 
of the Scotch character 

Precisely what was Gouge’s position on the effect of restricting dis- 
counts to “real bills” it is impossible to state with entire confidence Al- 
most mvariably the imphcation of his statements was to the effect that 
such restriction of discounts would not adequately control the extension of 
credit, and on a number of occasions he speafically criticized the doctrine 
that it would do so Nevertheless, he pubhshed an article on “The True 
Prmciples of Commercial Banking,” m which he gave a better explanation 
of the restrictive aspects of the real-bills doctrine than any other American 
writer of the period However, he stated that these were the doctrines of 
A Short History, pp 62-63 
Journal of Banking, pp 369-71 
®*7Jid,pp 34-3S 
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“the most distinguished writers” on the subject, and not his own He ex- 
plamed 

If there are errors in this theory, we are not responsible for them We take it as we 
find It Objections have been brought against it, but what they are we need not now 
discuss Our present object is not either to assail or defend the theory of commercial 
banking, but simply to explam it, and to show the utter incompatibility of its prmciples 
with the receipt of bank notes for public dues and public lands 

He further stated that a “currency created by banks conducted on purely 
commeraai prmciples would also seem to have within itself a self- 
regulatmg principle” which would mamtain the true proportion between 
the currency and commodities Moreover, in a later article he went so 
far as to say that a rigorous adherence to these principles would avoid sus- 
pensions and reduce the ills of banking by half Notwithstanding his dis- 
claimer of responsibihty for the truth of what he was writing, one suspects 
that he was at least uncertain as to whether there might not be some small 
element of truth m it 

Nevertheless, he chd not by any means have complete faith m it At the 
same time that he wrote that the banking system, by following these prm- 
ciples, would be “shorn of half its evds,” he stated that there would stiU 
be “very strong objections” to paper-money banks and that the banks of 
England and Scotland, while they made it a general rule to discount noth- 
mg but busmess paper and to make prompt settlements among themselves, 
nevertheless had “produced evils mferior only to those” caused by the 
banks of the United States Some months later he was contendmg that, if 
the banks discounted “nothing but business paper,” inflation could, 
nevertheless, take place He assumed a rise m the price of flour and cotton 
abroad, declared that this fact would create a speculative demand for 
those commodities m the United States and that this demand, m turn, 
would cause an mcrease m bank loans, which would further raise the price 
level ” In 1833, Gouge had repeated the contention of Thornton and 
others (but without reference to other writers) that a given lot of goods 
might be sold a number of times, each time givmg nse to a real bill, and 
that therefore the discounting of only busmess paper might lead to in- 
flation He also stated that “this opmion was suflflciently refuted by the 
Bulhon Committee ” Accommodation notes, he claimed, have no “special- 
ly mischievous effect on prices ” Finally, he denied that it was possible to 
restrict the banks, by legislative means, to the discountmg of only busi- 
ness paper 

“Tke True Pnnciples of Commercial Banking,” Journal of Banking, p 51 
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It seems likely that the motive for the publication of the article on 
“The True Principles of Commeraal Bankmg” lay in Gouge’s desire to 
gam support for an independent treasury and for his rabid opposition to 
any kmd of connection between the government and the banks In this ar- 
ticle, as well as in other places, this question of the relationship between 
the government and the banks seems to have been a matter of major im- 
portance to him ” It is probably substantially correct to say that he had 
little faith in the restriction of discounts to real bills as a means of pre- 
ventmg fractional reserve banks from overexpanding, that he was not 
quite clear on the theoretical issues involved, and that his fear of mflation 
was so much greater, if there was any kind of connection between the gov- 
ernment and the banks, that he was wilhng to give a partial indorsement 
to the real-bihs doctrine as a possible means of gammg support for a pohcy 
of eliminating any connection between the government and the banks 
Gouge made only a very few brief references to the subject of hquidity 
The capital of a bank, he thought, might be mvested in any securities 
that were safe and convertible m cases of emergency He suggested, as 
suitable for this purpose, government securities, bonds and mortgages, re- 
newable accommodation notes, “or even the stock notes of the onginal 
subscribers, provided they be not men of straw Although he claimed 
that it was impossible to confine the banks to the discountmg of short- 
term business paper by legislative means, he nevertheless contended that 
m fact, banks preferred such paper, because assets of this type “place their 
issues more immediately under their control 

Gouge had no hope that fractional reserve bankmg could be made to 
function satisfactorily, it was, he claimed, "malum per se ” Nevertheless, 
he was of the opimon that there were numerous reforms which, if adopt- 
ed, would render the system “less pernicious ” Of these he placed most em- 
phasis on the prohibition of small notes and the ehmination of any con- 
nection between the government and the banks He variously suggested 
nunimum denominations of $5 00, $10 00, $50 00, and $100 00 The higher 
the mmunum, the better he would have considered it He also suggested 
that dividends on bank stocks be hunted, on the supposition that this 
“would remove many mducements to over-bankmg,” and that an act be 
passed m accordance with which the assets of a bank which failed to fulfil 
its engagements should be turned over to commissioners for the benefit 

“The True Principles of Commercial Bankmg,” op cit , pp 37, sr, 69, 83, see also pp 
226-27 

!>® “Commercial Banking,” E-ant’s Merchants Magaume, VUI (1843), 3i3 
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of the creditors His proposal for separating the government and the 
banks was primarily the introduction (or retention) of the independent 
treasury This subject will be discussed shortly However, he objected that, 
even with a minimum denomination for notes of $ioo, the operation of the 
banks in accordance with “commercial prmciples” and the elimmation of 
the influence of the government on the banks, there would still be “senous 
objections to paper money banks ”” 

To a number of the then current proposals for reform Gouge took ex- 
ception He agreed with Gallatin that limitmg the issues and loans to a 
multiple of twice and three times the capital, respectively, would be of no 
help, for, so long as the banks mamtamed convertibility, their ratio of 
expansion was not, m fact, greater than would be permitted by these 
figures At the same time, he criticized what he called the “favorite meas- 
ure” of reqmring pubhcation of an annual statement, pom ting out very 
cogently that “the accounts of the banks that break look nearly as well on 
paper as the accounts of the banks that continue payments He called 
regulation of state banks by a national bank “aU fudge,””' contendmg 
that such a bank would expand and contract as would the state banks 
themselves Clearly, his conception of a “national bank” was of a prof- 
it-seeking institution not essentially different, except possibly m size, 
from the state banks 

The only satisfactory solution of the bankmg problem Gouge behaved 
to be a return to “hard money” and “hard-money banks ” He charged that 
the banks usurped the prerogative of the government to com money and 
that they substituted for the “old standard of value” their own credit 
This substitute was more elastic and (therefore?), he maphed, more vari- 
able m value than com Nevertheless, he recognized that any precipitate 
destruction of the banks would result m great hardship 

It 13 an easy thing to establish a Bankmg system, but it is not very easy to get rid of 
It after it has been some years m operation The sudden abolition of it, would produce 
an entire destruction of private credit, a universal pressure for the payment of debts, 
and a general disabibty to comply with engagements Busmess of nearly every kmd 
would be suspended, and the labormg part of the commumty would be deprived of 
employment wi 

Theiefore he would have proceeded cautiously, as he thought, and would 
have gradually withdrawn bank notes from circulation, beginning with 

^^Ibtd , pp 51-52, Journal of Banking, p 149, “Report on the Pubhc Depositories,” Ex 
ecutive Documents (33d Cong , ad sess , 1854-55) (House prmting), H, 271 
Journal of Bankmg, -p 227 "" An Inqmry,p 13 
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those of smallest denomination He contended that specie would im- 
mediately supply the place of the notes withdrawn 
He would have replaced the existing banks with hard-money banks 
or banks of transfer and deposit These banks would carry 100 per cent 
reserves behmd deposits and would lend no more than the amount of their 
capital He referred to the banks of Hamburg and of Amsterdam^ as the 
latter had ongmaHy operated, as examples and suggested that post- 
masters in villages might accept deposits, transimt money, and collect 
debts 

Now arises the question as to whether Gouge was subject to the same 
confusion as Raguet m regard to "banks of discount,” for he claimed that 
“private” banks could be permitted to continue However, he may have 
thought of “private bankers” as savings banks, for he stated that “the 
private banks, paymg interest on deposits, would extend throughout the 
country the advantages of savmgs banks Furthermore, he specifically 
referred to the existing American banks, to which he was objecting, as 
banks of discount, thus implying that such banks could mcrease the cur- 
rency,”** and it IS to be remembered that banks of discoimt were currently 
thought of as without the privilege of issuing notes Nevertheless, he 
claimed that he was friendly to “free banking,” to a system m which every 
person would be at liberty to accept deposits and discount notes, and he 
then continued with the following very disturbmg statement 

But we are not friendly to a system m which every man should be at liberty to issue 
notes to pass as money Between lending money and making money — between jree 
banking and free coining, there is no necessary connection The private bankers of 
London, Liverpool and Manchester, who do a business far exceeding m amount that 
done by the mcorporated banks of New York, Philadelphia, and Baltimore, issue no 
notes of their own as circulatmg medium “» 

In the hght of his numerous other statements, it seems at least possible 
that m referrmg to the pnvdege of accepting deposits and discountmg 
notes he had in mind savmgs banks and that he nustakenly believed the 
Enghsh banks to which he referred to be exclusively of this sort Whether 
his often repeated statement that demand deposits were created by lend- 

'°^Jhd,p 103 

, pp 21-22, Journal of Banking, pp 130, 227, 307-8, “The Banks of the United 
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mg and were a part of the currency, his reference to the banks of Amster- 
dam and Hamburg as models of the banks he desired, his failure at any 
time to deny explicitly that nonnote-issiung banks would influence the 
volume of the currency, and his suggestion that private banks might ex- 
tend the advantages of savings banks should acqmt him of the charge of 
confusion it is impossible to say with assurance 

Among those who were not actively engaged m politics, Gouge was one 
of the staunchest supporters of the mdependent treasury He, more than 
any other man, was responsible for such economic and theoretical defense 
for the system as was presented He desired a “constitutional treasury sys- 
tem,” as he called it, for the reason that it would abohsh all connection be- 
tween the banks and the government If the government deposited its 
balances in the banks, the latter would then have larger reserves upon the 
basis of which they might expand, if the government allowed itself the 
privilege of borrowmg from the banks, such a practice would surely lead to 
mflation, and even if the government merely accepted bank notes in pay- 
ment of taxes, the result would be inflationary Under the subtreasury 
system, however, there was a continual flow of gold between the banks and 
the treasury, and this fact served as a constant check on the banks, “not 
as does the foreign demand, at uncertain intervals of months and yeais, 
but daily, nay, hourly ” The only rational objection, he thought, was 
that, even so, the check was not strong enough 
Probably his further argument that under this arrangement a larger 
quantity of specie would be in circulation, thus bnnging the money supply 
a step nearer that of a hard-money system, was m Gouge’s mind the most 
important consideration It was his contention that, if the government 
received and paid out only com, additional specie would be imported, and 
thus the supply of specie in circulation would be mcreased and the volume 
of bank obhgations decreased This mcrease of speae, he claimed, would 
have the further advantage of providmg an mcreased supply of reserve 
money available to the banks upon the contraction of their loans He 
pomted to the advantage of the “constitutional treasury system” m 
furnishing an improved means of interregional transfer of funds Fmally, 
he contended that m the case of a large payment of gold by the govern- 
ment there would be no disturbance to business, whereas, if the banks 
were actmg as the fiscal agents of the government, such a payment would 

Sliort Entory,p 113, inlnqmry,p 14, “Report on the Public Depositones,” op cU , 
pp 368-69 

“Report on the Pubhc Depositones,” p 270 
113 Journal of Banking, p 130 



THE FORTY YEARS PRECEDING THE CIVIL WAR 175 

result first m inflation and later in contraction, with all its imfortunate 
consequences In regard to this last point, it should be noted that, if the 
banks weje the fiscal agents of the government, any large payment by the 
latter would not be hkely to be m the form of gold Moreover, under the 
subtreasury system a pa3nnent by the public to the government would be 
likely to brmg on precisely the enforced contraction by the banks which 
Gouge was desirous of avoiding 

He faded to consider exphcitly two questions that are of primary im- 
portance (i) whether the receipts and disbursements of the government 
weie substantially simultaneous and (2) whether, granted they were not, 
they were large enough, relative to the total volume of the circulating 
medium, to be significant 

There is no evidence whatever of sectionahsm among the wnters of this 
period Nearly aU the writers of importance came from New England 
(largely Boston), New York City, and Phdadelphia, although there were 
several (but they were of less significance) from South Carolma Tucker 
was from Virgmia It might be supposed that if there had been published 
any theoretical hterature on the subject of bankmg in the West and South 
It would have been more hostde to the banks than that which we have 
from the large eastern cities, and yet it would be impossible to find more 
violent critics of the banks than Gouge and Carroll, of Phdadelphia and 
Massachusetts, respectively 

It IS of some interest that monetary and bankmg theory had not be- 
come primardy the preserves of academic theonsts Of the more significant 
writers of the period, the followmg were largely busmessmen, although a 
number of them were also engaged in politics to a greater or less extent 
Nathan Appleton, Charles H Carroll, Stephen Colwell, Albert Gallatin, 
Eleazar Lord, George Opdyke, and Samuel Hooper Among the college 
teachers were John Bascom, Francis Bowen, Thomas Cooper, George 
Tucker, Henry Vethake, and Francis Wayland Amasa Walker might be 
included withm both categones Raguet and Gouge were engaged m edi- 
torial work to a considerable extent, although the former was a busmess- 
man m his earher hfe and the latter was with the Treasury for the major 
portion of his mature years 

The extent of the mfluence of Continental and British writers on Ameri- 
can thought caimot be determined with any high degree of accuracy 
Among the Enghsh writers, Adam Smith was most frequently referred to, 
but not always with approval References to Ricardo and McCulloch are 
found somewhat less often, and to Tooke, Loyd, Malthus, David Hume, 
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and J S Mill peihaps less frequently There were also scattering refer- 
ences to Norman, Joplin, Penmngton, Thornton, Gilbart, and numerous 
others and likewise to such parhamentary committee reports as those of 
1810, 1832, and 1840 J B Say apparently was as well known as any of 
the British, but this was not true of any other Continental writer 

There were numerous differences between the Enghsh and the Ameri- 
can writers In the United States there did not develop any schools of 
thought, as was the case m England Americans generally were more hos- 
tile toward the banks than were the British It was a more generally ac- 
cepted doctiine m the United States that the ultimate influence of the 
banks is m the direction of increasing the quantity of circulating medium 
A larger proportion of American writers recognized the fact that deposits 
are of equal significance (dollar for dollar) with bank notes and are created 
m the same manner While the majority of writers m both countries in- 
sisted upon the desirability of convertibihty of a paper currency, it was 
nevertheless true that the Americans emphasized more the need for a total 
absence of any obstacles to requests upon the banks for redemption of 
their obhgations, and they less frequently conceded that convertibihty 
would be a suffictmt protection against overissue There were few in the 
United States who would have agreed whoUy with the doctrmes of either 
the currency or the bankmg schools 
While several American writers referred to the rate of interest m con- 
nection with the expansion of loans, not one of them made a really good 
statement on this question, whereas m England the possible influence of 
the discount rate was very well stated by a number of men On the sub- 
ject of monetary and banking policy there were marked differences It is 
true that in both countries there was a qmte general tendency to accept 
uncritically the behavior of an automatic and purely specie currency as 
the ideal, but there were important differences between the suggestions 
as to how a convertible paper currency might be made to conform to this 
ideal The American writers would have depended either upon patchwork 
reforms or a national bank, but the latter was thought of primarily as an 
agency for mamtammg immediate convertibihty of state bank notes 
through the presentation of these notes for redemption In England, on 
the other hand, there was some advocacy of control of its own issues by 
the Bank of England for the purpose of influencmg international gold 
flows and m this way of avoidmg the necessity of suspension at some future 
date In other words, in Great Britam there were the beginnings of the no- 

A first American edition of Say’s rmWii’&o»oj»te^oWj5'«e was published m 1821, anda 
sixth edition by 1834 There were also later reprmts 
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tion that the aggregate of the currency might be deliberately manipulated 
for the purpose of achieving some specified goal, but such was not the case 
m the United States 

Closely associated with this problem of dehberate mampulation was the 
significant distinction made by several British writers between external 
and internal drams and the contention by a number of them that the 
latter call for expansion of the currency No such distmction was made by 
American writers Many of the latter desired that the whole banking sys- 
tem be abohshed, whereas this attitude is not to be found among the 
British It would be substantially correct to say that the writers of the 
two countries exhibited roughly equal abihty m matters of theory but 
that on questions of pohcy the British were superior 



CHAPTER X 


ENGLISH THEORIES AFTER 1860 

I N THE English-speaking countries, banking and monetary theory 
showed little advance between i860 and 1913 The only monetary 
and banking developments which provoked much theoretical dis- 
cussion in England were the efforts of various countries to mtroduce or 
operate a bimetaUic standard, the panics and suspensions of the Bank Act 
m 1847, 1857, the memories of which were stdl vivid, and that of 1866, 
and the Baring crisis of 1890 While this period produced the best avail- 
able discussions of bimetallism, this topic is not pertment to the present 
study There was some shght development of two closely related problems 
of banking theory and pohcy, namely, (i) the use of the central bank dis- 
count rate as a device for attaimng given monetary objectives and (2) 
the appropriate method of dealmg with panics and crises 
There were only very infrequent references to bills and forms of credit 
other than bank notes and deposits as a circulating medium Herbert 
Spencer thought that if the issue of bank notes were restricted, biUs and 
checks would mcrease m volume sufficiently to compensate for any de- 
chne in note issues, and he beheved that it was not possible to control the 
quantity of bills and checks ^ Robert Giffen referred to bills and checks as 
economizers of cash and concluded that, because of their use, prices were 
no longer directly affected by the quantity of money “ 

Bank notes were, of course, umversally accepted as a circulating medi- 
um, although there were occasional writers who distmguished between 
“money” and “currency” and who denied that notes were money De- 
posits by this time were almost as universally classified as circulating medi- 
um as were notes, with the same occasional tendency to deny that they 
were “money” in the sense that some particular writer would define that 
term, but even such writers usually conceded that deposits or checks were 
circulatmg medium or currency or economizers of cash which would have 
the same influence on prices as com Thus H D MacLeod contended that 
notes and deposits were essentially the same, Bonamy Price denied that 
checks and bills were money but clauned that they performed the sa m e 

'Herbert Spencer, Essays Moral, Fohhcal, and Aesthetic (1864), pp 346-47 
' Robert GiSen, Essays in Finance, Second Series (1886), p 8a 
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functions, more emphatically Phihp H Wicksteed denied that checks 
merely economized cash, claiming that they were themselves media of 
exchange, although not a standard of value , Henry Sidgwick argued cogent- 
ly and at some length that deposits are money, and Alfred Marshall 
thought that checks are a substitute for com that have a powerful in- 
fluence on prices ^ Numerous other atations might be given 

There were few definite statements m regard to the effect of bankmg 
operations on the volume of the arculatmg medium I have found only 
one writer who specifically reaffirmed the position of the currency school 
to the effect that the banks, so long as their notes were convertible, could 
not tn the long run increase the volume of the currency,** and none who 
agreed with Smith that convertible bank notes merely displace an equiva- 
lent volume of corns This is not to say that there were not numerous 
writers who claimed that the “wants of trade” would control the volume 
of bank currency and whose views were, therefore, closely akin to those of 
Smith 

Among those whose statements justify any inference on the subject the 
preponderance of opmion apparently was to the effect that the banks do 
permanently mcrease the aggregate volume of the circulating medium, 
and not merely during periods of boom Thus MacLeod said that bankers 
create credit (deposits and notes) payable on demand, and credit affects 
prices in the same way as gold, J E Caimes pom ted out that if there 
were an accession to the reserves of the banks they would extend their 
credit advances, against which new checks would be drawn, and this 
credit would affect pnces precisely as would com, Sidgwick called it 
chimerical that the writers of the currency school should have thought — 
although he was not sure that this was what they, in fact, did think — that 
bank notes would have the same value as would com, had there been no 
note issues, J S Nicholson held that checks are as effective as money in 
raising prices, and Marshall’s statement to the same effect has already 
been noted ® 

Despite the foregomg statements, the perennial confusion on the sub- 

3 H D MacLeod, The Theory and Practice of Banking (sth ed , 1892 [ist ed . 1856]). I. 43. 
54, 326, 330, Bonamy Pnce, The Pnnctples of Currency (1869), p 100, Philip H Wicksteed, 
The Common Sense of Pol heal Economy (reprint of 1933), II, 587, Henry SidgiMck, The Prin- 
ctples of Political Economy (2d ed , 1887), pp 220-31, Alfred and Mary Paley Marshall, 
The Economics of Industry (2d ed , 1881), p iji 

t James Aytoun, “Does the Bank Charter Act Need Modification?” Transactions of the 
National Association for the Promotion of Soaal Science (1S66), pp 665-66 

s MacLeod, op at , I, 43, 54, 320, 325-26, J E Cannes, Essays in Political Economy 
(1873), p 95, Sidgwick, op cit , p 233, J S Nicholson, A Treatise on Money and Essays on 
Monetary Problems (3d ed , 1895). P 74 
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ject of whether deposit banks are merely middlemen continued to a dis- 
couraging extent Thomson Hankey, R H Patterson, R H I Palgrave, 
George Clare, and others held that banks can safely invest part of their 
deposits, the proportion depending upon the reserve ratio found to be 
necessary or desirable ® These statements, to be sure, do not necessarily 
convict their authors of error, for deposits are, in fact, the major source of 
reserve money, which serves as the basis for extensions of credit Neverthe- 
less, the contexts justify the conclusion, I beheve, that most of these men 
failed to see the distinction between pnmary and derivative deposits and 
that they considered banks to be merely mtermediaries between bor- 
rowers and lenders However, N A Nicholson and James Platt were 
more exphcit They held that if banks were not permitted to issue notes, 
they would be mere dealers m money, they would not then create money, 
which is not the busmess of bankers ’ 

Doctrmes concerning the hmitations on the creation of bank credit were 
much the same as they had been m the past It was universally held that 
the obhgations of the bankers should be convertible, and a very few writ- 
ers held that convertibihty alone would constitute an adequate preventive 
of overextension of credit ® However, James Aytoun and J S Nicholson 
contended that convertibihty was not sufficient, and W S Jevons, Rob- 
ert GifEen, L L Price, Walter T Layton, and others imphed as much 
Aytoun was referrmg to notes only, and it is conceivable that he would 
have unwarrantedly conceded that deposits were a different matter from 
this point of view Goschen believed that convertibihty would prevent 
depreciation but that it would not be a sufficient protection against a too 
great reduction of bank reserves through an export of specie ’ A larger 
number of writers was noncommittal on the subject of the sufficiency of 
reserves 

The maimer m which the banks operate to expand to the limit permit- 
ted by their reserves was by no writer durmg this period so well portrayed 

® Thomson Hankey, The Principles of Banking (1867), p 13, R H Patterson, The Science 
of Finance 13, 446, R H I TelgiaMeyBankRateand the Money Market m England, 

France, Germany, Holland, and Belgium (1903), pp 64, 219, George Clare, A Money Market 
Primer, and Key to the Exchanges (2d ed , prmtmg of 1903), p 133, and The ABC of the Foreign 
Exchanges (1893), p 88 

1 N A Nicholson, Observations on Coinage, and Our Present Monetary System (3d ed , 1869), 
p 13, James Platt, Money (Amencan reprint of rpth Enghsh ed , 1889), pp 128, 130 

‘Spencer, ofi cil.pp 329, 339, Price, ofi «<,pp 157-58, Charles Gairdner, in an appendix 
to the preceding work by Price, pp 242-43, R H I Palgrave, Notes on Banking in Great 
Britain and Ireland, Sweden, Denmark, and Eamhurg (1873), P 9° 

’ George J Goschen, Essays and Addresses on Economic Questions (1905), pp 39-40 (from 
a paper origmaUy pubhshed m 1865), Aytoun, “Does the Bank Charter Act Need Modifica- 
tion?” cit,p 663,1 S Nicholson, Bankers’ Money (igo2),pp 66-67 
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as by Pennington and Joplin in the years before i860 MacLeod made the 
serious blunder, which was rarely made prior to about 1920 and then usu- 
ally m the United States, of statmg that the indmdual bank may create 
deposits by lendmg to the extent of a multiple of the cash held, the mul- 
tiple being the reciprocal of the reserve ratio 
Hartley Withers has been accused of holdmg similar views “ His ex- 
planation might be so interpreted, but I doubt that, in so domg, one would 
correctly represent his attitude His analysis proceeds by stages He first 
showed how a bank might lend £40,000 m notes on the basis of £10,000 m 
cash, but he later pointed out that the lending bank would lose cash to 
other banks, although he said nothmg about the effect of this loss of cash 
on the expansion power of the first bank He finally exphcitly assumed that 
the expanding bank was the only bank m an isolated commumty and 
agam showed that such a bank could lend to the extent of a multiple of 
its cash, although he did not say whether this did or did not accurately 
reflect the position of an mdividual bank m a system of many banks 
However, it is difficult to find a reason for his assumption of a single bank 
in an isolated society unless he mtended thereby to bring out the dis- 
tmction between the individual bank and the system “ 

Sydney J Chapman called MacLeod’s contention (but without men- 
tionmg MacLeod) a “plausible fallacy,” because he believed that, with 
an expansion of bank loans, money mcomes would rise and consequently 
there would be a drain of bank reserves into hand-to-hand circulation 
He seems clearly to have overlooked the more important factor of a loss 
of cash to other banks ” If I understand his statement correctly, R H 
Patterson came to substantially the same conclusion as MacLeod, despite 
the fact that he did see that checks drawn agamst the derivative deposit 
might be redeposited in other banks *'• 

Marshall spoke very tentatively on this question, mdicatmg that he 
thought It a problem which needed to be carefully worked out Never- 
theless, he seems to have understood the essential elements in the prob- 
lem, for he saw that the expanding bank would lose cash and that the pos- 
MacLeod, op at , I, 325-26 

“ Robert G Rodkey, The Banking Process (ig2S),pp 40-41 Rodkey uses for hia cnticism 
a later statement by Hartley Withers, which appeared m the Commercial and Financial 
Chronicle for December ii, 1926, pp 2951-52, but this statement seems to be substantially 
the same as that of the correspondmg explanation m Withers’ The Meaning of Money (new 
ed , igi6) 

” Withers, op at , pp 27, 58, 64-69 
Sydney J Chapman, Outl nes of Political Economy (1911), pp 217-18 
Patterson, op at , pp 333-34 
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sibilities of expansion for the system are greater than for the individual 
bank 

Several writers pointed out that the volume of bank credit fluctuates, 
either implying or exphatly stating that this was, at least m part, a mat- 
ter of variations m the reserve ratio which the bankers deemed appropri- 
ate Thomas Henry Farrer asserted that the reserve ratio is 'Varying and 
uncertam”, and Walter T Layton stated that the reserve ratio is not fixed, 
that it “is often greatly diminished when there is general confidence in the 
state of credit Layton thought the consequences were unfortunate, and 
Farrer implied as much A number of other writers held similar views 

Durmg this period there were some four or five writers who stated very 
well a doctrme that has since become well known through the writmgs of 
R G Hawtrey Giffen contended that the himtations on the creation of 
bank credit are hkely to be much sooner reached than might be supposed, 
for, as prices and wages rise, cash is dispersed to the nonbanking classes, a 
process which depletes the reserves of the banks and thus requires a ces- 
sation of the expansion of credit J S Nicholson added to this state- 
ment the fact, as he thought, that with rismg mcomes the demand for 
gold articles would increase, and thus the reserves of the banks be addi- 
tionally reduced L L Pnce and Walter T Layton made similar state- 
ments These men, as weU as Hawtrey, were undoubtedly influenced by 
the nature of the English monetary system, in which hand-to-hand cur- 
rency formerly consisted veiy largely of coins If the banks had the privi- 
lege of issuing notes with the same reserve ratio as that ultimately held 
behind deposits, there would not be this dram on reserves durmg a boom, 
although It might still be true that there would occur a reduction of the 
reserve raho 

The proportion of writers who defended the real-bills doctrme was 
probably as large durmg this period as it had been before i860, although 
none of them succeeded in makmg a statement of the doctrme that was 
comparable m completeness with those of FuUarton and Tooke, to say 
nothmg of Adam Smith They would have done better had they confined 
themselves to quotations from The Wealth of Nations H S Foxwell 
thought that bank paper is “more or less” Imnted by the fact that it is 

^^Offictal Papers by Alfred Marsltall,ed. J M Keynes (1926), p 37 
Thomas Heniy Farrer, Sktdtes in Currency (1898), pp no, 114, Walter T Layton, An 
IniroducUon to the Study of Prices (1912), pp 22, 28, 32 

Robert Giffen, Stock Exchange Securities An Essay on the General Causes of Fluctuations 
in Their Price (1877), pp 30-32, and Essays in Finance, pp 46-53 
Elements of Political Economy (1903), pp 280-81 
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issued against sound commeraal credit, and N A Nicholson was of the 
same opmion ” However, the majority of this group of writers either said 
merely that banks should mvest in mercantile bills, sometimes suggestmg 
that such procedure would make for hquidity but frequently f ailin g to 
state very defimtely their reasons,’" or they contended that convertible 
bank notes or deposits cannot be created m excess of the “wants of trade,” 
without suggesting that this would be true only if the banks granted 
credit for commercial purposes " Nevertheless, it seems evident that they 
would have added this proviso if the pomt had been raised with them 
They often specifically condemned accommodation biUs, finance bills, and 
permanent mvestments as assets for banks 

Of criticism of the real-biUs doctrme there was httle of significance 
While MacLeod conceded that the discounting of only “real bills” would 
somewhat hmit the advances of the banks, he nevertheless demurred to the 
notion that this would be an adequate limitation, quotmg Thornton to the 
efiect that with each transfer of a given commodity a bona fide commercial 
biU might be created He very pertmently objected to “Lawism” m all 
its forms, by which he meant the basmg of issues on property or commodi- 
ties, whether pubhc funds or lands, or any movable goods ” To be sure, 
his objection should have been to the basmg of issues on the value of any 
kmd of property, but undoubtedly he would have agreed to this amend- 
ment and might even have claimed that this was what he had m mind 
Aytoun held that there was no limit to the amount of discountmg the 
bankers would do, so long as no danger was thereby created for themselves ’’ 
Walter Bagehot stated that the reasons given by the Bank of England 
directors m i8io for their actions had “become almost classical by their 
nonsense”, and J S Nicholson referred to this statement with approval 

IS H S Foxwell, Introd to Eugen von Philippovicli’s Bistory of the Bank of Engfand (2d 
ed , 1911,) p 14, N A Nicholson, r/ie5cje»ceo/£i:cA(wig85 (2d ed , 1864), pp 17,32 

I” Goschen, op cit , pp 88-89, Henry Noel Feam, The Money Market What It Is, What It 
Does, and How It Is Managed (1866), pp 43-44, 63, Hammond Chubb, “The Bank Act and 
the Crisis of 1S66,” Journal of the Statistical Society, XXXV (1872), 189-90, Robert Baxter, 
“On the Pnnciples Which Regulate the Rate of Interest and on the Currency Laws,” Journal 
of the Statistical Society, XXXTX (1876), 278, Withers, op at , pp 46, 287 

II Spencer, op at , pp 327, 338, Arthur Crump, A Practical Treatise on Banking, Currency, 
and the Exchanges 172-74, 203-4, Pnce, «<,pp 109-13, John Lancelot Shad- 

well, A System of Political Economy (1877), pp 343-44. 3S°~Si, 3SS-S6. H T Easton, History 
and Principles of Banks and Banking (new ed , 1904), p 27 
*1 MacLeod, op cit , I, 307, 309, H, 268 

II “Does the Bank Charter Act Need Modification?” op cit , p 661 

IS Walter Bagehot, Lombard Street, ed Hartley Withers (1921), p 167, J S Nicholson, 
Treatise on Money, p 385 
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Other writers who clearly must have disagreed with the doctrine simply 
Ignored it 

The notion so vigorously promoted m 1826 by the Scotch bankers and 
defended by numerous other writers before i860, to the effect that frequent 
clearmg of notes and checks would prevent overissue, had virtually dis- 
appeared from the British literature by the latter date So far as I have 
discovered, J S Nicholson alone referred to this doctrine with approval “s 
Howevei, apparently he did not continue to hold this opimon, for, some 
years later, he stated that the rate charged, the requirement of furmshmg 
security for the loan, and the necessity of mamtammg a reserve were aU 
limitmg factors, and he did not at this later date refer to clearmg opera- 
tions 

Throughout the earlier part of this period there continued to be some 
writers who believed that competition m banking would be a panacea for 
all financial troubles, but their arguments, when they had any, were no 
better than those of their predecessors Spencer claimed that legislative m- 
terference with bankmg was undesirable, for, if the banks were left to 
themselves, competition would result in such conduct as was best calcu- 
lated to piomote the confidence of the public m each mdividual bank’’ 
Henry Nicholas Sealy asserted that imder competitive conditions each 
banker would attempt to displace the notes of other bankers with his own, 
and thus the “wants of the community, which are quite distinct from the 
wants of customers,” would deternune the volume of notes outstanding 
R H Patterson held that there should be many issumg banks, rather than 
one, for competition would more nearly msure steadiness in the value of 
the currency A bankmg monopoly would at times restrict the volume of 
its notes m order to mcrease its own profits Perhaps the lengthiest argu- 
ment in defense of competition was presented by Shadwell He contended 
that the pubhc could judge as to the soundness of banks by their history, 
that the government might not be successful m controUmg the banks, that 
the bankers are as anxious to avoid failure as other men, and that com- 
mercial crises would weed out the imprudently managed banks This 
IS a sorry lot of statements, but it is a fair sample of the hterature of the 
day 

A foreshadowing of a point of view which is widely held at the present 

” “Scotch Banking,” Journal of Political Economy, I (1892-93), 500 
Elements of Political Economy, pp 305-6 
nop ci(,pp 340,346-47 

N ^aaXy, A Treatise on Coins, Currency, and Banking 534-3S 

n Op cit , pp 309-10, 349-52 3" Op cit , pp 358-61 
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time m the United States is to be found dunng the years under discussion 
Palgrave, Stephen Cave, and Thomas Cooke asserted that the payment of 
interest on deposits induced the bankers to make loans that were unduly 
risky These men were contending in effect that competition brings un- 
desirable results in a direction which is one of the appropriate fields for 
competitive action, while those who defended competition were typically 
urging that it would be a sufficient means for regulating the supply of 
circulating medium, whereas it is precisely in this respect that competitive 
banking fails miserably There could be no worse confusion 

There was a widespread behef that the rate of interest has monetary 
significance m two (related) directions (i) that it has an influence on 
international gold flows and ( 2 ) that it is a factor in determinmg the 
amount of bank loans demanded Neither of these ideas was new, but each 
of them received more attention during these years than previously Rob- 
ert Giffen stated that the appropriate means of improving the reserve posi- 
tion IS that of raismg the discount rate As an alternative the banker might 
refuse to lend, but such action would merely limit his liabilities, whereas 
Giffen thought that a higher rate would both do this and also increase the 
volume of reserves Apparently, he foresaw the mcrease in reserves, how- 
ever, not because of an import of gold, but because a higher rate charged 
to borrowers would necessitate the paying of higher rates to depositors, 
which fact would, as he seemed to think, increase the primary deposits of 
the bank, and thus its reserves Giffen did not mdicate whether he was 
t hinkin g of the individual bank or of the system, but if it was the system 
the truth of his statement is sub 3 ect to grave suspicion He took some 
pams to pomt out that high prices and low rates, or low prices and high 
rates, would not occur simultaneously Rather, high rates are the cause of 
the fall of prices, and rising prices occur only at the end of a period of low 
rates 

Marshall held that new bulhon would enter the bank reserves and 
cause a reduction m discount rates As a consequence, loans would m- 
crease, and the public would mcrease both their expenditures and their 
holdmgs of hand-to-hand currency 

J S Nicholson, hke Giffen, pomted out that, when the banker’s re- 
serves are trenched upon, he wfll raise the rate on loans, and this increase 

3 ' Palgrave, Bank Rate and the Money Market, p 62, Great Britain, Parliament, House of 
Commons, Report from the Select Committee on Banks of IssueiiSjs), a question put to Prederic 
Seebohm by Stephen Cave, a member of the committee, p 240, Thomas Cooke, m a state- 
ment before the same committee, p 352 

3 “ Essays m Finance, pp 49, S 3 i 72 

33 Official Papers, pp 43 , 49 
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in the rate will act as a brake on trade and either check a rise m prices or 
bring about a fall He distinguished between the rate on “capital” and 
that on “money as such,” and, while he thought that there is a certaui 
amount of “interaction” between the two, he nevertheless beheved that 
“for long periods there may be a considerable difference between the two 
rates ” The distinction he was making was merely that between the rates 
on long- and short-term loans If the latter rate were the lower, there 
would be mcreased purchases of secunties, partly to obtam the higher 
yield and partly in anticipation of the rise m the prices of the securities 
as the dechne m the short-term rate was extended to the long-term rate 
Nicholson did not exphatly say that a higher rate would cause less bor- 
rowing, but he did say that the borrower must be wilhng to pay the rate 
charged, that he “must be able to employ the money obtamed at a prof- 
it As to immediacy or extent of influence, he seems not to have dis- 
tinguished between the two rates, nor did he further mdicate the manner 
in which a change m either rate would make its influence felt on trade and 
prices 

Sir Thomas Farrer stated that if expected profits will not bear an in- 
crease in the rate, then a higher rate wfll contract credit, and prices will 
fall, but he added that, if speculation is rife and profits are expected to be 
large, borrowers may pay the higher rate, thus implying that in this case 
there would be no contraction of credit ” The crucial part of Hawtrey’s 
theory of the trade-cycle (the high degree of sensitivity of traders’ stocks 
to the rate of mterest) was suggested by Walter T Layton He pointed 
out that new gold will enter the reserves of the banks and cause them to 
reduce their rates, and he asserted that merchants and others would 
thereby be mduced to borrow more and mcrease their stocks of materials 
This action would tend to cause a rise of prices 

While there were occasional reiterations of the doctrme of the bullion- 
ists and the currency school to the effect that the exchanges were the prop- 
er gmde to action by the Bank of England,” the doctrmaire position of 
the currency school as to the immediacy and precise extent of the need for 
reduction of notes generally had been abandoned, although not by Jevons 
A considerable proportion of writers nevertheless defended the Act of 

Treatise on Money, pp 84, go 

Bankers' Money, -pp 58-59 cU,p 117 

Elements of Fohhcol Economy, p 306 op cit , pp 35-36 

” MacLeod, op ctt , H, 47-48, 346, 365, W S Jevons, Inveshgahons m Currency and Fi- 
nance (1884), pp 177-80 MacLeod, however, was very cntical of the Act of 1844, while 
Jevons approved of it 
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1844, although they must not have believed it to be a sufficient protection 
by Itself against drains of gold, else they would not have asked, as many 
of them did, that the Bank of England adopt additional measures of pro- 
tection In any case, the pomt of view had somewhat changed even where 
there may not have occurred any fundamental change of opinion Instead 
of referrmg to the exchanges, it was more usual either to say that the banks 
generally did vary their discount rates, in a substantially spontaneous and 
automatic manner, in response to changes in their reserves'’'’ or that they, 
but in this case more particularly the Bank of England, could or should 
do so as a means of protecting their (its) reserves Frequently, however, 
no such sharp hne was drawn between “automatic” and deliberate or 
purposive action as this statement would indicate 

It was believed that protection to the reserves of the Bank would be 
afforded by means of a higher rate through the mfluence of the rate either 
on purely domestic conditions or on mternational gold flows There were 
few writers, however, who, when discussing the possibility of dehberate 
control by the Bank of England, confined their attention to the domestic 
effects Wicksteed held that an increase m the discount rate would reduce 
the liabilities of the Bank and thus improve its reserve position Marshall 
apparently thought of the influence of a rise m the rate as coming both 
through a reduction of liabilities and through an increase m the amount 
of reserves, although he emphasized the latter when considermg the prob- 
lem of protectmg the reserve position of the banks The increase in re- 
serves, he held, would come from imports of specie if the Bank rate was 
raised to a level above that prevailmg m foreign money markets, but if 
not raised to this extent, then in some unexplained manner from the do- 
mestic market Giffen, as has been indicated, also made the question- 
able contention that an increase m bank discount rates would bring addi- 
tional cash into the banks, presumably from the hand-to-hand circula- 
tion, but he was not discussing the question of control by the Bank of 
England 

The policy of rate manipulation for the purpose of mfluencmg mter- 

4° Gifien, Essays m Finance, pp 47, 51, 53, S7-72> I S Nicholson, Treatise on Money, 
p 84, L L Fnce, Money and Its Relation to Prices (iSg6), p 156, Farrer, 071 cit , p 117, 
F Lavington, “The Social Importance of Bankmg,” Economic Journal, XXI (igii), S9> 
Marshall, Official Papers, pp 40-41, 49, 130-31, 158-60 

■t' MacLeod, op ctt , I, 431, II, 279-82, George J Goschen, The Theory of the Foreign 
Exchanges (2d ed , 1863), pp 125-33, Gifien, Essays m Finance, p 49, Wicksteed, op cit , 
n, 6o6,N A FhoFioXioa, The Science of Exchanges, p 30,7 S IJic\Loh.on, Treatise on Money, 
p po,C\e.xe., Money-Market Primer, pp 34, 36, 68, L L Price, o/i cil ,p 137, Withers, at, 
pp 228-29 
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national specie movements was most vigorously advocated by MacLeod 
and Gosctien The former held that if the difference between the rates in 
two maikets was sufficient to pay for the expense of sending bullion, an 
immediate flow of specie would take place He could have added, as an 
alternative possibihty, that it might save the expense, through preventing 
an outflow of bulhon rather than bringing it in He conceded that a higher 
rate would lower domestic prices and therefore encourage exports and that 
it would, in this way, also coirect an unfavorable balance of payments, but 
he seemed to feel that if the rate were raised promptly as gold flowed out, 
the corrective effect through international lending would be sufficient 
and no effect on domestic prices would become necessary 

Goschen particularly emphasized the importance of the discount rate 
as an influence on international lending in times of temporary loss of gold 
because of a bad harvest or some sunilarly short-run factor, but he also 
contended that in the case of drains over a considerable period of time a 
high rate was very desirable because of its effect in reducing the domestic 
price level and the consequent diminution of unports and foreign pay- 
ments 'I® While he urged that the Bank should change its rate m accord- 
ance with its gold position, he nevertheless felt that the Act of 1844, which 
he defended, had greatly reduced the power of the Bank to control the 
market rate, suggestmg that under the act the Bank “could only keep 
down the price of money for a few days or weeks ” His final conclusion 
was that the real importance of the bank rate consists not so much of its 
power over, as of its indications of conditions in, the money market 
Chapman and Clare also emphasized the influence of the rate on gold 
flows both through the medium of the international loan market and 
through the effect on prices and, consequently, the volume of imports and 
exports, and there were others 

There were occasional criticisms either of the pohcy of dehberately 
manipulating the rate for the purpose of controUmg specie flows or of per- 
mitting conditions to exist which resulted m “automatic” variations m 
response to gold flows Palgrave callqd it traditional for the Bank to pro- 
tect its reserve by means of the rate, and he beheved that the Bank could 
always control the exchanges, although the effect, he thought, was not so 
prompt as m former years, but he was fearful of the effect of high rates on 
domestic busmess conditions While he was not openly critical of the 
policy which he (correctly?) imputed to the Bank, it is evident that he 
■” MacLeod, op cil , 1 , 417, 431, IT, 279-83 
“IS Theory of the Foreign Exchanges, pp 125-28 

131 Bank Rate and the Money Market, -pp 47,173,219 
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had shght enthusiasm fqr it He was among the many who would have 
had the Bank carry larger reserves, and he thought it also desirable, but 
less important, that it hold some foreign bills The question of a larger 
reserve will be considered below 

Patterson emphatically objected to rate manipulation He claimed that 
an increase in the rate would not attract gold from abroad but that it 
would produce “widespread distress at home ” He even asserted that an 
increase m the rate might intensify a foreign dram of specie, by rummg 
traders and destroying the credit of biUs, “thereby mducmg other coun- 
tries to demand payment from us in specie instead of in bills He, hke 
Palgrave, beheved that the Bank should keep part of its reserve in foreign 
(government) securities 

Robert Baxter reiterated Tooke’s position The rate should not be 
raised to stop an outflow Exports of bullion are temporary matters, they 
never go beyond certam amounts, and the specie eventually returns The 
country ought to have such a supply of bulhon as would permit a con- 
siderable outflow without mterference with the currency 
During this period there were statements, as there previously had been, 
to the effect that a stable price level is desirable, but I have foimd no sug- 
gestion that this goal might be attamed by means of central bank policy 
Giffen thought stabflity desirable but that minor fluctuations were not 
matters of great importance®' Sidgwick defended bimetalhsm on the 
ground that it would reduce fluctuations m the value of money Lavmg- 
ton contended that the value of the currency should not vary as a conse- 
quence of changes m its own quantity, and he hmted at the possibility of 
controlhng the price level by means of bank action As it was, he pointed 
out that the bank rate was then used to protect the reserve agamst both 
mternal and external pressures, and, so long as this was true, he saw no 
possibihty of promoting pnce stabihty unless the reserves of the bankmg 
system were sufficiently mcreased to make it possible to ignore foreign 
demands It is problematical what role he would have assigned to the 
central bank, for he asserted that action to temper changes m the price 
level would require (i) common action by the banks and (2) the growth 
of banking experience and tradition 

In a most mcisive manner Chapman discussed the question of whether 
rismg, falhng, or stable prices are desirable and concluded that probably 
1*0^ cit ipp 167,350 *^Ibid,p 168 

5 “ “On the Pnnciples Which Regulate the Rate of Interest op ctl , p 281 

Essays m Finance, pp 94-104 

Op cit , pp 448-49 S3 “Hie Social Importance of Banfang,” op cil , pp 58-60 
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the latter is to be preferred S'* However, he made no suggestion that it 
might be possible deliberately to stabilize the price level Only Marshall 
followed the lead of Thornton and Thomas Attwood m pointing out the 
manner m which a fall of prices leads to reduction of output and employ- 
ment In an excellent statement he contended that, if all prices feU equal- 
ly and if after a given fall there were no expectation of a further decline, 
there would be no reason why a fall in the price level should create un- 
employment, and he added, of course, that these conditions are not, in 
fact, realized durmg a period of fallmg prices But Marshall also made no 
suggestion, so far as I am aware, that stability of the pricei level might be 
achieved by means of central bank action 

During this period there was a considerable amount of discussion of the 
question of whether or not there is need for an elastic currency This prob- 
lem was considered from two points of view, namely, (i) the possible de- 
sirabihty of expandmg the currency in time of crisis or panic and (2) regu- 
larly recurring seasonal variation in the “need” for currency 

There was perhaps somewhat less emphasis than formerly given to the 
place of the banks as a causal factor in creatmg crises and pamcs, al- 
though this aspect of the problem was by no means ignored, and rather 
more attention given to the matter of what is the most expedient means of 
deahng with panics, once they are upon us As to the causal lelationship, 
there was a general pattern of explanation, entirely similar to that of the 
writers of the currency school but without their msistence upon the cen- 
tral importance of exports of specie, from which numerous writers differed 
only m matters of detail This explanation m generahzed terms ran to the 
effect that the banks, by unwise or undue expansions of credit, by some 
men attributed to an mappropnately low discount rate, foster or create 
periods of speculation and rismg prices and that these periods of boom, for 
one reason or another, frequently because of an exhaustion of bank re- 
serves, end m crisis or panic 

S4 “A fall in general prices the degree of which corresponds to the degree of general pro 
ductive progress may have commendable features, because it means that the benefits of prog- 
ress are dissemmated throughout the community without readjustments, or frequent or con- 
siderable readjustments, of the distribution of money mcome, for mstance without constant 
alterations in the rate of wages” {op at , p 242) 

“ Economics of Industry, pp 155-56 This statement is quoted m Official Papers, pp 7-8, 
and a similar statement 13 to be found in Marshall’s “Remedies for Fluctuations of General 
Prices,” Contemporary Review,Ll (January-June, 1887), 358 

s® MacLeod, op cit , I, 285, H, 281, 285, Jevons, op cit , pp 31-32, Aytoun, “Does the 
Bank Charter Act Need Modification?” op «<,p 663, H S Paxv/dH, Irregularity of Employ 
ment and Fluctuations of Prices {i8&6),pp 56-57, Sidgwick, op cit ,pp 243-44,! S Nichol- 
son, BanierP Afoiicy, pp 67-70, L L Pnce, op cjf,pp 72, 152, Fairer, op cit,pp no, 118, 
Layton, op cil , pp 22, 32, Marshall, Economics of Industry, pp 151-56 
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The consideration of the problem of dealmg with panics centered m dis- 
cussions of the desirabihty of (i) providing in some manner for a larger 
national reserve of specie and (2) mtroducing a “relaxing” or “elastic” 
clause into the Bank Act Tooke and his friends lost the battle in 1844, but 
their major suggestion on the subject of policy— that the Bank should 
carry a much larger reserve — came to receive qmte general support after 
i860 Palgrave and Newmarch were primarily interested m larger re- 
serves as a preventive of wide and frequent fluctuations m the discount 
rate The majority of writers, however, desired these reserves as a means 
of alleviating conditions durmg pamcs Foxwell and Marshall emphatical- 
ly desired larger reserves for this purpose After the Baring crisis, 
Goschen (then chancellor of the Exchequer) m 1891 strongly urged that 
provision be made for a second reserve in addition to that ordmarily 
mamtamed by the Bank, this reserve to be used as a basis of note issues in 
emergencies, but at a high rate of mterest and provided that the ex- 
changes were not unfavorable An external drain, he believed, could be 
managed by means of the discount rate, but an internal panic reqmres 
that there be someone with ready cash to step mto the breach ” 

Bagehot quoted with approval Ricardo’s statement to the effect that 
there can be no complete protection against panics when they reach the 
stage of general demands by the public for specie, and while he agreed, 
therefore, that it might not be successful m a given case, he nevertheless 
insisted that a large reserve should be provided and that this reserve 
should be used liberally m makmg loans during a pamc He asserted, how- 
ever, that mternal and external demands for bulhon commonly come to- 
gether and that therefore loans, though liberal m amounts, should be made 
only at high rates of mterest, the high rate being the means of stopping 
the external dram and hberahty the protection agamst the internal dram 

A critical note was mtroduced mto this discussion by Lavmgton While 
he had a degree of sympathy with the demand for higher reserves, he 
nevertheless feared that they would cause the banks to be less prompt m 
takmg action to prevent rismg prices 

Palgrave, Bank Rate and the Money Market, pp 41, 202, 215-16, William Newmarch, m 
a discussion of a paper by Robert Baxter, /o«r«o/o/I/je 5<0<W<1C01 5ocie<3>, XXXIX (1876), 297 

Foxwell, ci<,p 57, see also his Papers on C«rrfi»<FjKOMce (1919), pp 153, 162,167, 
Marshall, Official Papers, pp 110-13 

S’ A speech by Goschen at Leeds on January 28, 1891 Repnnted m part from the London 
Times of January 29, 1S91, in Theodore Gilman, Federal Clearing Bouses (iSgg), pp 132-331 

146-47 

Op cit , pp sS-60 

'’"“Butitwouldseemthata larger reserve, however desirable in the presence of certamkmds 
of gold dram, would yet, as things are now, have the great disadvantage of rendenng our bank- 
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While those who desired a larger reserve were, in effect, suggesting 
some degree of discretionary management of the currency, they clearly 
had no mtention of urgmg any departure from a gold standaid that was 
substantially automatic But the question raised by Lavington’s fears 
persists Were they asking for a degree of interference with the money 
supply which would be inconsistent with an international standard? An 
unequivocal answer cannot be given, but a major consideration, which in 
the past has usually been ignored, is the fact of fractional reserve banking 
A purely automatic gold standard looks minting in the abstract With 
gams or losses of gold, the banks wdl simply expand or contract their loans, 
and thereby the proper correctives will be appbed However, given frac- 
tional reserve banking, the contraction wiU be a multiple of the gold lost, 
and the deflationary pressure is likely to be relatively large Whether, in 
fact, It will be greater with fractional reserves than with a purely specie 
currency cannot be foretold with certainty, although m aU probability it 
will be 

If we assume two cases, one m which only specie circulates and one m 
which the same amount of specie is used as a lo per cent reserve agamst 
other forms of circulatmg medium, then an international disturbance of 
equihbnum which in the first case would require an export of specie of 
10 per cent of the circulating medium would, in the second case, cetens 
panbus, require the same percentage reduction of the greater amount of 
circulatmg medium In the second case the necessary adjustment might 
be achieved by means of an export of the same physical amount of gold as 
m the first case, if the disturbance were of such a nature that the adjust- 
ment could be made gradually, for, as the export of gold took place, the 
multiple contraction of bank obligations would create the same degree 
of corrective mfluence as would the same amount of specie exported un- 
der the specie standard with its lower price level 

However, if the disturbance were of such a nature that the export of a 
given amount of specie was called for withm a relatively short period of 
time, then probably an export of speae to the extent of lo per cent of the 
total ctrculahng medium would be required, for m this case the pressure of 
multiple contraction might not be given time to produce the necessary 
adjustment If this were the situation, the export of specie would lead to a 
much greater percentage contraction of the total circulating medium than 
would occur with a purely specie currency Indeed, in this parbcular case 

mg system less sensitive to internal changes in financial conditions, and accordmgly less 
qmck to take action by restricted lending agamst inflated general pnces” (“The Social Im- 
portance of Banking,” op cit , p 59) 
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the monetary system would coUapse, since all the bank reserves would be 
lost 

However, the situation is worse than the precedmg paragraph would 
suggest, for it ignores the cumulative nature of a deflationary movement, 
once It has been started The mitial effects m practice lead to later waves 
of contraction by the banks, and this development is remforced by an m- 
creasing propensity to hoard Briefly, a deflation is a difficult thing to 
manage and may go to extreme lengths Therefore nations have been un- 
wilhng to see their bank reserves depleted 
Moreover, there is an element of truth m the contention of the banking 
school that drains stop of themselves There are continual variations of a 
minor sort in the volume of mternational payments which do not require 
that a corrective be apphed by way of the price level Given fractional 
reserve bankmg, an mternational monetary standard, and such conditions 
of unstable equilibrium as characterize modem economic systems, such a 
degree of management of the currency as is mvolved m fairly large central 
bank reserves would seem to be highly desirable However, this statement 
constitutes no defense for a high degree of discretion m regard to the 
broader aspects of monetary pohcy 
The question of mtroducmg an “elastic” clause into the Bank Act was 
much discussed, although no legislative action ever resulted, despite the 
fact that the majority of opmion seemed to favor something of this sort 
Some provision for elasticity m the issues of the Bank was most frequent- 
ly held to be desirable as a means of deahng with panics or emergencies, 
although a number of wnters also beheved such a provision desirable for 
the purpose of meetmg seasonal variations m the volume of transactions 
Fawcett pomted to the three suspensions of the Act of 1844 and concluded 
that the act was “prejudicial m its effects Bonamy Price called the 
act “an absurd and impractical scheme” for the prevention of drams and 
contended that the uncovered issue could be mcreased safely*’" FoxweU 
deplored the fact that England made no provision for emergency issues of 
money and referred with approval to the elastic clause in the German 
law **5 Nevertheless, he thought elastialy of note issue not so important 

Despite the frequently expressed demand for higher reserves, no legislation on the sub 
ject was passed It is probable that a marked mcrease m the Bank reserves, which began in 
1894, IS at least partly responsible for this fact (see R S Sayers, Bank of England Operations, 
i8po-igi4 [1936], pp 10-18) 

"3 Henry Fawcett, Manual of Political Economy (7th ed , 1888), p 432 
‘4 0^1 al,pp 133-36 

“s Under the law of 1873 the Reichsbank was permitted to issue a stipulated amount of 
notes without a 100 per cent cover m specie, but notes m excess of this amount were reqmred 
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in England and the United States, where the checking system was m use, 
as it was m Germany In the former countries “elastic bankmg is required 
rather than elastic currency Clare also approved of the German law 
Marshall would have elmunated the fixed issue of the Bank and substitu- 
ted therefor the privilege of unlimited issues with a reserve reqmrement 
of perhaps 50 per cent, but with the further provision that additional 
notes might be issued m time of emergency as soon as the (Bank?) dis- 
count rate reached 10 per cent 

However, there were defenders of the Bank Act as it stood, among the 
staunchest of whom was Jevons With respect to an external dram, he 
thought the supporters of the act were m an “impregnable position,” but 
he conceded that durmg an mternal dram a “restricted paper currency” 
IS prrnia facie mconvenient Nevertheless, he concluded that the mcrease 
in the currency demanded at times of periodic internal drains could be 
furmshed from the bank reserves and that, in the case of nonperiodic 
drams, the prudent procedure m any event would be for the Bank to raise 
the discount rate and restrict its advances, which was precisely what the 
act reqmred Therefore, he saw no need for any change in the existing legis- 
lation He Ignored the question of deposits Goschen held the same views 
concernmg external drams As to mternal drams, he contended that “you 
cannot legislate for pamcs”, they will occur under any kmd of bankmg 
system But he argued that under the “elastic system” the hmit of ex- 
pansion would be reached before the panic came, whereas, under the “cast- 
iron” system, reserves would be available for use as soon as the hmitmg 
law was suspended Thus, he concluded, m the end the latter proves to be 
more elastic Sir John Lubbock likewise held that under the act a sizable 
reserve of gold would be made available “by a stroke of the pen,” which 
would suspend the act Bagehot admitted that, if the issue department 
were limited, there would come times when the hmit would have to be 
broken, and he therefore thought that, theoretically, it might be better 
to leave the power to suspend the limitation with some stipulated au- 
to be so covered, with the further provisions, however, that additional uncovered notes nught 
be issued upon the payment of a tax of $ per cent on the surplus amount and that a reserve of 
one third against notes be mamtamed at all times 

“ Foxwell, op at , p S7, and Papers on Current Finance {a reprmt of a number of articles 
[1919]), pp S, 159, 211-12 

Money Market Primer, p 17 
Official Papers, pp 111-13 

<■» Jevons, £)f> cit,pp 177-80 i'‘ Essays and Addresses, pp 39-43 

Sir John Lubbock, Addresses, Political and Educational (1879), pp 33-36 
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thority, and yet the two methods would come to the same thmg in the 
end, and therefore it did not much matter whether the act was amended 
There were several suggestions for amending the Bank Act m such 
manner as to provide for an increase m note issues durmg an emergency 
and, at the same time, to retam the automatic character of vanations m 
the volume of notes Ernest Seyd proposed that the quantity of notes 
should not exceed the amount of bullion held when the discount rate was 
2^ per cent but that, for every rise of one-half per cent above this figure, 
additional notes to the extent of 10 per cent of the amount of buUion held 
might be issued ” FoxweU desired a larger reserve but thought it unjust 
to require the Bank to provide it He suggested, therefore, that there be 
proAuded a second reserve, to be made up from contributions from all the 
banks, and yet a third, to be provided by the government The second 
would be made available to the Bank m accordance with a graduated 
scale of rates to be paid by it, beginning at 5 per cent and runnmg to 8 per 
cent He chose these figures, he wrote, because he beheved that ‘'sl rate 
above 5 per cent begms to put serious pressure upon trade ” The Bank 
might be permitted to borrow from the third reserve upon the payment of 
a tax of perhaps 9 per cent 

Less attention was given to the question of a possible need for an elastic 
currency to meet seasonal or penodic variations m the volume of transac- 
tions than to the subject of pamcs The two problems, however, were not 
always clearly distinguished from each other Jevons made a statistical 
study of variations in the currency, discovermg monthly, quarterly, and 
annual fluctuations, but, as we have seen, he beheved that any mcrease m 
the currency to meet temporary and predictable needs could be provided 
for by means of drafts on the bank reserves ” Gassiot asserted that the 
almost universal use of checks “obviated the necessity of any mcrease of 
bank note circulation, except m time of panic Other writers demanded 
that something be done about this supposed need for elasticity Although 
Clare at one time declared that regular variation can be provided for by 
means of the legal tender of the country (the bank reserves?),” he later 
stated that a paper currency should be “elastic and self-regulatmg,” that 
It should “automatically mcrease and decrease with the amount of work 
Report from the Select Committee on Banks of Issue (1875), p 424 
73 Ernest Seyd, The Bank of England Note Issue and Its Error (1874), p 273 
Foiwell, Tapers on Current Finance, pp 164-67 
75 Jevons, op at , pp 166-72, 177-S0 

7“ Jolin P Gassiot, Monetary Pamcs and Thar Remedy (2d ed , 1867), p 5 
77 Money-Market Tnmer, pp S7“S8 
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it has to perform He added that checks, bills, and convertible bank 
notes are elastic and that they vary with seasonal needs George H 
PownaU would have had some such provision as that in the German law 
for the purpose of meetmg seasonal fluctuations as weU as because of the 
need for an increase m time of panic However, he was even more m- 
terested m larger reserves Marshall thought elasticity of note issues not so 
important m England as m India for a number of reasons (i) England 
used checks, which are elastic (2) an “imperative demand for mcreased 
currency is rare m England” and is on a small scale when it does occur , 
(3) “England is near to other great gold markets”, and (4) “her financial 
houses are numerous and able Nevertheless, he felt that some pro- 
vision for elasticity to meet the various types of drains was desirable 
A large reserve, he beheved, was perhaps the best way of providmg for the 
necessary elasticity, but when, as m the case of India, the drams were m 
large measure internal, the necessity of mamtaming an expensively high 
reserve might be avoided by means of “a limited and automatic elasticity 
of fiduciary paper currency 

While he was extolhng bills of exchange as bank investments, Goschen 
expressed the opmion, clearly with approval, that their volume would con- 
tract with busmess depression Approval of such contraction seems to be a 
necessary mference from the writings of the defenders of the real-bills doc- 
trine, but I have found no other British writer during this period who ex- 
phcitly took this position 

As we shall see later, it was the American writers who had most to say 
durmg these years on the subject of seasonal elasticity 

There was perhaps some progress m analyzmg the problem of liquidity, 
but not much, and what there was consisted not so much m the mtroduc- 
tion of new ideas as m the mcrease of the number of men who, hke John 
Easthope m 1832, saw that in panics nothmg is liqmd Clare, Chapman, 
and Pownall asserted that, because a banker’s habilities are payable on 

The ABC of the Foretgn Exchanges, 145 

IS George H Pownall, Enghsk Banking Its Development and. Some Practical ProUems It 
Bos To Solve, Three Lectures Deltvered at the London School of Economics (1914), pp 25, 54- 
SS; 62 

Official Papers, p 282 

S' “What IS wanted is a currency which expands when business expands, and thus enables 
real capital to become fluid when it is wanted to be fluid, and which shri^s when busmess 
shrinks, and thus preserves itself from becommg superfluous and falhng m value” {ihd , 
P 323) 

‘^Itid . p 324 

*3 “If tunes become bad, the amount of mercantile paper decreases in proportion It falls 
and rises with the ebb and flow of prosperity” (Essays and Addresses, p 88) 
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demand, he should mvest m short-term, hquid assets Chapman did not 
express any preference between trade and exchequer biUs, although Clare 
approved of both, he may have had a preference, for his statements are 
conflicting, and PownaU thought temporary advances for purposes which 
provide the funds foi repayment were desirable, but he made no reference 
to exchequer biUs However, PownaU had misgivings about the liquidity 
of any bank asset m time of emergency, and Chapman thought liquidity 
desirable not only for the reason mentioned above but also because it 
might at any time become necessary to reduce the quantity of the arcu- 
lating medium in order to rectify the balance of mternational payments 
Withers beheved biUs are most hquid which are drawn “agamst the ac- 
tual shipment of actual produce” for they “pay themselves,” but, like 
PownaU, he feared that even short-term credits might not be coUectible 
m time of panic Whether he intended to confine his warning to customer 
loans, or would have mduded bflls also, is not clear A number of these 
men thought mortgages and other fixed investments not suitable for banks , 
although N A Nicholson and J S Nicholson imphed, at least, that long- 
term investments are acceptable, provided they can be readily realized 
without loss, but the former thought this might be difficult m times of 
panic Bagehot vigorously attacked the position, which he ascribed to 
the Bank, of believmg that it could, when its reserves were exhausted, pro- 
tect itseU by selhng securities He rightly contended that m a panic the 
Bank could neither sell securities nor coUect biUs, that at such times the 
Bank itself was the last resource of the market, that large amounts of 
“stock” could be sold only if the Bank expanded its own loans It should 
be noted that Bagehot’s remarks were directed at the supposition that the 
central hank might hquidate assets, whereas the other writers were refer- 
rmg to the question of hquidity for the banks generally It is to be pre- 
sumed that those writers who beheved that an extension of the currency 
in time of panic is desirable would have agreed with Bagehot, but they 
did not say so 

*1 Chapman, op at ,9 232, Clare, Money Market Primer, pp 95, 134-35. and The ABC of 
the Foreign Exchanges, 9 88, PownaU, o/. al,pp 24-26 
“Bank Reserves,” Economic Journal, IX (1899), 400 
^<‘Op cit,9 249 

The Meaning of Money, pp 45-47. 55. 75-76. 287 
8«N A Nicholson, Observations on Coinage, 9 21, J S Nicholson, “Scotch Bankmg,” 
op cit , p 

*!> Op cit , pp 60, 6$, 181 
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AGITATION FOR BANKING REFORM IN 
THE UNITED STATES, 1860-1913 

F rom the dose of the Cml War to about 1896 the monetary prob- 
lem of primary popular and political mterest was that of “cheap” 
money, presented first in the controversy over the greenbacks and 
later in the silver debates These discussions only infrequently and inciden- 
tally mtroduced the subject of banking However, despite the resultmg al- 
most mevitable partial neglect of bankmg, the agitation for banking re- 
form began surprismgly soon after the passage of the National Bank Act 
of 1863 

Until about 1880 the interests of writers were much the same as they 
had been before the Civil War, but, beginmng at about this year, there 
began the long and unmterrupted discussion of the desirability of amend- 
ing the National Bank Act The agitation grew rather slowly, although 
significantly, until the silver question was finally (or should we say tem- 
porarily?) settled m 1896 Thereafter, and even begmnmg shortly after 
the panic of 1S93, there was a torrent of publications advocatmg some 
form of amendment to the act, together with numerous bills presented to 
and in Congress by would-be reformers The proponents of reform devel- 
oped a religious-like fervor for what they conceived to be the proper 
measures of improvement or, as they sometimes phrased it, for a “scientif- 
ic” note issue Until approximately 1910 the discussion dealt almost ex- 
clusively with the supposed need for an elastic bank-note issue , but during 
the four or five years immediately preceding the passage of the Federal 
Reserve Act there was a marked broadening of the range of ideas concern- 
ing needed changes in the bankmg structure 
At least some of the reasons which provoked and gave direction to the 
consideration of bankmg problems are not difl&cult to discover Foremost 
among these were the panics of the period, particularly those of 1893 and 
1907 These pamcs brought out certain characteristics of the financial sys- 
tem which were thought to be sources of difliculty Of particular impor- 
tance m this connection were (i) the practice of country and reserve-city 
banks of keepmg surplus funds in New York City m the form of either 
bankers’ balances, upon which the New York banks paid mterest, or in 
call loans and (2) the requirement of pledged United States government 
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bonds as security for national bank notes As a consequence of these 
facts, any significant increase in the demand for hand-to-hand currency 
was reflected immediately m the New York money market, quite regard- 
less of where the increase m demand occurred, and if the banks of that 
city did not possess any surplus reserves, which was frequently the case, 
panic was very likely to result 

A third factor, which durmg the i88o’s was of considerable importance 
in promoting discussion, was the reduction and the expected final extmc- 
tion of the government debt The interest-bearmg debt fell from roughly 
$1,700,000,000 m 1880 to somewhat more than $700,000,000 m 1890, and 
as the volume of bonds declined, their price rose As a result, the volume 
of national bank notes declined from $358,742,000 in 1882 to $185,970,000 
in 1890 ' This decline was a disturbmg fact to many writers, and particu- 
larly to bankers 

Durmg the period under consideration there were still occasional quib- 
bles as to whether deposits and notes are money or merely substitutes for 
money, but that they either have the same influence on prices as com or 
that they serve the same purpose as a cnculatmg medium was now uni- 
versally conceded There continued to be a very small number of writers 
who either affirmed or demed that credit in other forms serves the same 
purpose F A Walker stated that the use of promissory notes, through 
cancellation of indebtedness, makes it possible to dispense with money * 
C J Bullock asserted that bills, notes, and book credits might be con- 
sidered either to mcrease the amount of the circulatmg medium or to de- 
crease the demand for metallic money ^ H J Davenport contended that 
credit economi2?ed the use of money only where items offset each other, as 
m open book accounts or where a credit instrument is transferred m the 
makin g of a payment * F W Taussig substantially agreed, although he 
conceded that credit m other ways might temporarily influence prices ® 
A P Andrew stated that bills, notes, and book entries might for a short 
time influence prices ® Charles A Conant laid great stress upon the use of 
securities as a means of making mternational financial settlements ’’ 

' Davis R Dewey, Financial History of the Vnilei States (gth ed , 1924), pp 412, 430, 432 

1 Francis A Walker, Money (iSyS), pp 67-68 

3 C J Bullock, Introduction to the Study of Economics (4th ed , 1913), p 291 

■I H J Davenport, Outlines of Economic Theory (1896), pp 246, 274 

sF W Ta.-as&ig, Principles of Economics {lit eA 

* A P Andrew, “Credit and the Value of Money,” Publications of the American Economic 
Association, VI (3d ser , 1905), 103, 108 

1 C A Conant, “Securities as a Means of Payment,” Annals of the American Academy of 
Political and Social Science, XIV (1899), 181-203 
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These statements represent no advance whatever, indeed, they are much 
mferior to Thornton’s analysis of the problem 

That banking operations effect an increase m the circulatmg medium 
was now conceded by the great majority of writers, although they usually 
faded to make their position explicit Nonetheless, it was unambiguously 
implied m most cases * However, it does not follow that all these men there- 
fore admitted that bank credit influences prices Thoroughgoing adherents 
of the real-bills doctrine, of course, did not admit such an influence 
Charles A Mann is the only writer I have found who reiterated the posi- 
tion of the currency school, namely, that bank notes can be issued only 
tempoiarily in excess of the amount of specie that would have circulated 
in the absence of the banks ’ The Smithian position, that notes merely 
displace an equal quantity of specie, was held by J W Schuckers and 
possibly by Wdham Graham Sumner “ 

Sumner, Richard T Ely, and William Brough asserted that bankers are 
merely intermediaries between borrowers and lenders Amasa Walker 
called “legitimate” banking “essentially the borrowing and loanmg of 
capital”, and yet no writer more vigorously than he defended the notion 
that bank lending creates deposits and that deposits are money “ There 
were others who held opimons similar to these, and yet the preponderance 
of opinion was to the effect that the banks create deposits through the 
making of loans 

Probably the great majority of writers believed that convertibility of 
the obhgations of the banks is desirable, although this position was not 
usually more than implied “ While the majority also held that the neces- 

® Definite statements are difficult to find However, the following references, among others 
that might be cited, furnish some evidence James Gallatm, Letter to Bon Samuel Hooper 
(1863), p 5, Robert M Davis, Puhhc and Private Credit and Banking, and Their Abuses 
(i86g), p 33, Amasa Walker, The Science of Wealth (7th. ed , 1874), PP I4S~46) Henry Bron- 
son, The Money Problem (1877), p ii, S M Macvane, The Working Principles of Political 
Economy {iSgo) , p 155, Bullock, o/i ci< , p 291, E R A Sshgcoexi, Principles of Economics 
(3d ed , igo8), pp 550-53 In mterpretmg statements that bear on this question it is to be 
remembered that an assertion to the effect that bankers can support deposits to the extent of 
several times the amount of cash on hand and similar statements are not conclusive evidence 
Adam Smith would have admitted this fact, but nevertheless he denied that the banks increase 
the aggregate of the circulatmg medium 

’ C A Mann, Paper Money, the Root of Evil (1872), pp 66-67, 85 
”J W Schuckers, TAe Riwnces Panics and Specie Payments {36. e-A , id,'; y),p 73, W G 
Sumner, A History of Banking in the United States (1896), pp 30-31 

“ Sumner, op cit , p 29, Richard T Ely, An Introduction to Political Economy (1889), p 
201, Wdham Brough, The Natural Law of Money (1894), p 62, Amasa Walker, op cit , pp 
14s, 148-50, and The National Currency and the Money Problem (1876), pp 17-18 

“Amasa Walker, The Science of Wealth, pp 139-40, 157, Mann, op cit, pp 60, 133, 
Gamahel Bradford, “Lombard and Wall Streets” (along and very good review of Walter Bage- 
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sity of holding reserves to maintain convertibility would limit expansion, 
only a very few contended that convertibility would constitute a sufficient 
limitation by itselt Edward Atkinson and Robert W Hughes so believed, 
and possibly also F A Fetter, although his position is ambiguous ’’ How- 
ever, Lyman E DeWolf contended that bank notes represent property, 
and no gold base, he thought, is necessary for them '■* Charles Moran as- 
serted that the only reason for redemption was that of furnishing a fund 
of specie for export purposes, that repayment of loans was adequate pro- 
tection against redundancy, and that, m fact, convertibility might well be 
dispensed with James B Hodgskm called redemption in com impossible 
and nonsense Paper is used because there is not enough com, how, there- 
fore, could it be redeeemed? However, he thought redemption m Umted 
States securities practicable These men were among the least able writ- 
ers of the period No account is here taken of the great number of pro- 
ponents of inconvertible money issued by the government 

Only a small mmority of writers commented on the fact of legally pre- 
scribed mmimum reserves under the National Bank Act Bronson and 
WiUiam A Scott objected that a prescribed reserve is not usable, and 
David Kmley contended that a prescribed minimum (he was referring to 
note issues) renders the currency melastic ” Those who defended legal 

hot’s Lombard Street), North American Renew, CXIX (1874), 341, Bronson, op cit , pp 24-25, 
[Simon Newcomb], “The Session,” North American Review, CXVII (1873), 215, and Principles 
of Political Economy (1883), pp 173, 190, Charles F Dunbar, Chapters on the Theory and Bis 
tory of Banking, ed 0 M W Sprague (2d ed , 1901), p 30, John Pease Norton, Statistical 
Studies in the New York Money Market (“Pubhcations of the Department of the Social Sci 
ences” [Yale Umversity, 1902]), pp 8-9, Charles A Conant, The Principles of Money and 
Banking (1905), 11, 28-29, 46, Fred M Taylor, Some Chapters on Money (1906), pp 71, 142, 
268, Bullock, op cit , p 292, Andrew, “Credit and the Value of Money,” op at , p no, 
Edwm Walter Kemmerer, Money and Credit Instruments in Their Relation to General Prices 
(1907), p 78, 0 M W Sprague, “The Distribution of Money between the Banks and the 
People smce 1893,” Quarterly Journal of Economics, XVIII (1903-4), 524-26, Taussig, op cit , 
I, 432-33, Wesley C Mitchell, Business Cycles (1913), p 490, Irving Fisher, The Purchasing 
Power of Money (rev ed , 1926), pp 43, 64 

'3 Edward Atkinson, An Argument for the Conditional Repeal of the Legal-Tender Act 
(1874, a reprint?), p 30, R W Hughes, A Popular Treatise on the Currency Question Written 
from a Southern Point of View (i8yg),p 52, F A YeXl&x, The Priliciples of Economics {sgoifi, 
p 466 

L E DeWolf, Money Its Uses and Abuses, Coinage, National Bonds, Currency and 
Banking, Illustrated and Explained (1869), p 104 

'5 Charles Moran, Money (1863), pp 142, 227-28 

3® J B Hodgskm, “Our Currency, Past and Future,” North American Review, CXI (1870), 
98. 97 

n Bronson, op cit , p 15, Wilham A Scott, Money and Banking (2d ed , 1903), pp 165- 
66, David Xmley, Money (1904), p 376 It is not quite accurate to say that required reserves 
may not be used Until recently the law merely stated that if the ratio was below the mnumum. 
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Tm-ni-mnm requirements were usually not explicit as to their reasons How- 
ever, Maurice L Muhleman, without committing himself as to the de- 
sirability of prescribed reserves, asserted that deposits and loans “are 
limited in a measure” &y the reserve requirement fixed by law Taussig 
held similar views There is merit in the criticism that reqmred reserves 
cannot be used when needed, and yet it does not follow that prescribed re- 
serves are undesirable in the absence of provision for their use If the legal 
mmimum is placed at a higher figure than the ratio that would have been 
mamtamed by the banks in the absence of the requirement, th^ amount of 
possible variation in bank credit is less, and this is a matter of some im- 
portance 

The fact that reserve ratios vary in practice was emphasized by a num- 
ber of writers and implied by numerous others, who contended that the 
banks cause fluctuations of the currency A T Hadley, Sehgman, and 
Ely and his collaborators merely mentioned the fact that the need for re- 
serves varies with circumstances, but Taylor, Andrew, and Mitchell 
pointed out that there is a cyclical variation, ratios tending to rise durmg 
depression and fall durmg prosperity ““ 

Andrew analyzed the problem of the relationship of reserves to deposits 
at some length, pomting out that, if it were not flexible, a change in the 
amount of reserves would result in precisely corresponding changes in the 
volume of bank credit ” Taussig contended that for rather considerable 
periods of time the correspondence between reserves and deposits is 
“rough and uncertain,” although m the long run it “works itself out 

additional loans might not be made and no dividends might be paid Moreover, the require- 
ment IS apphed to an average of reserves over a period of time (weekly or semimonthly, de 
pending upon the location of the bank) In addition, the comptroller has m the past permitted 
banks to operate in time of emergency with less than the required amount of reserves In 
July, 1942, an act of Congress was approved which ehminated the penalties m regard to the 
makmg of loans and payment of dividends However, the Board of Governors has the power 
of prescnbmg penalties for reserve defiaencies, and under present regulations such penalty is 
in the form of a charge, based on the deficiency, at the rate of 2 per cent m excess of the re- 
discount rate prevaihng on the first of the month in which the deficiency occurred {Federal 
Reserve Bullehn, XXVHI [1942], 739, 748-49, 752) 

M L Muhleman, Monetary and Banking Systems (1908), p 108 
'V Op at , 1 , 434 A number of men suggested that reqmred reserves should be made avail- 
able for use, m one way or another, m tune of strmgency 

T Hadley, (1899), pp 242-43, Sehgman, cif , p S47, F M Taylor, 

“Do We Want an Elastic Currency?” Pohticd Science Quarterly, XI (1896), 141-42, and Some 
Chapters on Money, pp 71-72, Andrew, “Credit and the Value of Money," op cit , pp 111- 
13, Mitchell, op cii , pp 490-91, R T Ely and others (Thomas S Adams, Max 0 Lorenz, 
AilynA Yaang), Outlines of Economics {lev ed,i9o8), pp 248-49 
“Credit and the Value of Money,” op cit , p 113 
“ Op cit , I, 439 
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Mitchell deplored the fact that in practice there are httle or no excess re- 
serves when the peak of the boom is reached Moreover, he charged that 
the banks make a fetish of reserves and that, just when they should be 
bold m usmg their reserves, they become timid and try to mcrease them 
There should be more willmgness to “go below the legal reserves” when 
alarm is spreadmg 

Mitchell was reiteratmg a century-old prescription for banking policy 
durmg a panic which the bankers themselves have been unwilling to adopt 
wholeheartedly, and yet its applicability is primarily to a central bank 
rather than to the member-banks The former can reasonably hope by a 
policy of liberality to reduce the severity of a panic, but the mdividual 
member-bank must assume, on the contrary, that the actions of other banks 
and conditions generally will not be substantially influenced by its own 
operations Consequently, it is justified in assummg that a liberal policy 
on Its part may merely mean a loss of much-needed cash and a resulting 
impairment of its solvency Under these conditions the need for concerted 
action by the banks is evident, and if this can be had, then the policy of 
liberality is appropriate, even for the member-banks 

0 M W Sprague, John Perrm, and W C Mitchell recogmzed the 
tendency for an mcreased demand for hand-to-hand currency to deplete 
bank reserves during the later stages of a boom— or perhaps one should 
say after the boom has been under way for some time, for the later stages 
may be the later stages simply because of this dram All three pointed out 
that this dram eventually produces a tight money market, but, whereas 
Sprague believed it to be a desirable phenomenon, Perrin thought it un- 
fortunate 

Sprague asserted that a domestic dram has an influence analogous to 
that of gold exports m hrm titig the extent of bank expansion but that it is 
likely to operate somewhat earlier than an external dram and thus prevent 
a rise of prices and loss of gold that might otherwise have occurred While, 
therefore, he, like Perrm, noted that if the banks were permitted to issue 
their own notes freely and with the same reserve ratio as for deposits, this 
particular source of tightness m the money market might be elimmated, 
he doubted the wisdom of grantmg such permission Perrm, however, con- 
cluded otherwise, contendmg that it was desirable that the flow of hand- 
to-hand currency be between money in circulation and deposits rather 
than between money m circulation and bank reserves 

« Op cit , pp SSI-S 3 

=4 SoroEue “Tlie DistabuUon of Money between the Banks and the People since 1893, 

Ob at m « 4-27 John Pernn, “What Is Wrong with Our Banking and Currency System?” 

Journdof PoUUcd Economy, XIX (iQn). 862-63, MitcheU, op at , p 491 
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This IS a matter of some importance on which no defimtive statement 
can be made However, if we assume the absence of a central bank or 
monetary authority, which was the condition these writers were discussing, 
there is some reason for agreeing with Perrin rather than with Sprague 
The latter was tacitly assummg that a domestic drain will occur only m 
consequence of a boom and that a boom, once started, had better be 
stopped early rather than late In fact, however, a dram may, instead, be 
purely seasonal m origin, and a dram of this sort may well lead to panic 
in the absence of either a central bank or the privilege of note issue with 
no higher reserve requirement for notes than for deposits Moreover, even 
the cyclical dram is likely to lead to a sharper curtailment of credit than 
would be necessary with different note-issue provisions, and the greater 
expansion which Sprague rightly feared could have been prevented at the 
time of instituting the new conditions of note issue by raismg reserve re- 
quirements 

If there is a central bank or monetary authority which has the right of 
note issue, the question of note-issue provisions for the member-banks is 
not so important, provided the central bank is properly constituted and 
managed However, it will stiff be true that the dram under question 
could be managed m part by giving to the member-banks the right of 
issuing notes with the same reserve ratio as for deposits We shall find 
it necessary to return to this question in cormection with the subject of 
elasticity 

Durmg this period there were more writers who greatly overestimated 
the amount of lending an mdividual bank can do than there have ever 
been m Great Britain or than there had previously been in the United 
States Some dozen men specifically asserted that a bank can safely lend 
to the extent of several times the amount of any surplus reserves it may 
have, the majority statmg that the multiple is either three or four, de- 
pendmg, of course, upon the required reserve ratio J F Johnson went so 
far as to state that each dollar that a Canadian bank retamed in its re- 
serves added ten dollars to its lending power Only a very few of these 
writers gave any evidence that they saw the possibility of a dram of cash 
as the consequence of an expansion of loans W H Harvey noted that 
some of the checks drawn agamst the created deposits would be deposited 
m other banks, but he thought these would be counterbalanced at the 

« Mann, op at , pp 25, 48, W H (“Com”) Harvey, Cotn on Money, Trnsis, and Im- 
penaltsm (1899), pp 29-30, Horace White, Money and Banking (4th ed , 1911), pp 194-97, 
203, Charles G Dawes, The Banking System of the United Stales and Its Relation to the Money 
and Business of the Country 37-40, Muhleman, at,p 127 

F Johnson, The Canadian Banking System iigi6),p 62 
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clearing house C J Bullock implied a ratio of new loans to surplus cash 
of more than one and thought there might be some withdrawal of cash, but 
he was indefinite as to the possible amount 

Nevertheless, the significance of dearmg and redemption systems was 
by no means ignored On the contrary, their importance was greatly over- 
emphasized as a means of controlling the aggregate of bank credit, and 
laudatory statements of the Scotch, Suffolk, and Canadian clearing prac- 
tices were tiresomely reiterated One of the best evidences of the low state 
to which bankmg theory fell durmg the period is the confused and mdefi- 
nite claims that were made m defense of an "adequate” clearing or redemp- 
tion system 

Charles Moran declared that the frequent settlement of balances among 
the Scotch banks was one of the “great regulators” of the Scotch system, 
Henry V Poor asserted that the First and Second United States Banks 
and the Suffolk Bank, by presentmg notes for redemption, prevented over- 
expansion of the currency, Edward Atkinson thought that one of the 
faults of the national bankmg system was that notes were not regularly 
presented for redemption, Horace White praised the Suffolk system be- 
cause it subjected aU notes to a “daily test”, A Barton Hepburn stated 
that under the Suffolk system banks with a “redundant circulation were 
compelled to contract to reasonable limits”, and Maurice L Muhleman 
contended that the Suffolk “system operated to restrict the note issues 
wi thin wholesome limits These are samples of the majority opmion, 
but there were a few men who better understood the problem 

Henry Bronson, who was among the more able writers of the period, ob- 
jected that, while the Suffolk system restrained the mdividual bank some- 
what, it did not prevent overexpansion by the system John Alexander 
Ferris, Sunon Newcomb, and 0 M W Sprague made substantially the 
same statement 

” op cit , pp 281-83 

Moran, op cit , p 94, Henry V Poor, Money and Its Laws (2d ed , 1877), p sqIj and 
The Money Question A Handbook for the Times tog, Edward Atkinson, ProceedjBji 

of the American Bankers’ Association (1895), p 88, Horace White, “National and State Banks,” 
Sound Currency, II (1894-93), 7, A Barton Hepburn, History of Coinage and Currency in the 
United States and the Perennial Contest for Sound Money (1903), p 92, Muhleman, op cit , 
P S8 

« “Individual banks of the ‘free and easy’ sort were restramed m their issues, and no one 
could go much faster or further, in this Lmd of dissipation, than the others But inflation, 
when all moved together was not prevented Except when comparing it with 
others, the encomiums so hberaUy bestowed on it by Mr Carey, Mr Pace and others are not 
deserved” (The Money Problem Again [1877], p 51) 

John Alexander Ferris, The Financial Economy of the United Stales Illustrated, and Some 
of the Causes Which Retard the Progress of California Demonstrated (1867), p 232, [Simon 
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Nevertheless, not even these men extended their analyses far enough to 
indicate dearly the manner in which multiple expansion by the banking 
system takes place This was done only by D G Ambler, a banker of 
Jacksonville, Florida, and H J Davenport Ambler’s statement was brief, 
but it contamed the essential elements of the explanation He pointed out 
that the individual bank can lend a 'major portion of its (pnmary) de- 
posits, that the proceeds of the loans are largely redeposited m other 
banks, that these latter banks then repeat the process, and that m this 
manner the multiple expansion for the system is finally achieved 
Davenport’s analysis runs to several pages and is the best statement 
m the English language, with the possible exception of that by Joplin, of 
the problem down to the time of publication of C A Phillips’ Bank 
Credit in 1920 He first showed that a new bank, bemg the only bank m an 
isolated town, with a reserve requirement of 15 per cent, could lend $666,- 
666 on the basis of cash of $100,000, if the proceeds of the loan were taken 
in the form of a deposit credit He then pomted out that if there were nu- 
merous banks, loss of reserves through the clearmg house would prevent 
the mdividual bank from expandmg to this extent but that this expansion 
ratio would still hold for the system He concluded that m the mam the 
banks do not lend their deposits, they create them Moreover, he pomted 
out that if the banks of a given locality eispanded, they would suffer a 
similar loss of reserves to other localities ^ 

The doctrme that a restriction of bank loans to the financmg of short- 
term commercial transactions would appropriately control the extension 
of credit contmued to be held by a large proportion of writers However, 
their arguments were mvariably brief, mcomplete, and frequently not 
consistent One misses the attractive, even though fallacious, analyses of 
Smith, Tooke, and FuUarton ” 

The American writers stated their views on this subject briefly, and 

Newcomb], “Price on Currency and Banking” (a review of Bonamy Pnce’s Currency and. 
Banking), Nation, XXI (1875), 421, O M W Sprague, Banking Reform in the United States 
(1913) (a senes of four articles, republished m shghtly amended form, from the Quarterly 
Journal of Economics for May, 1909, and February, August, and November, 1910), pp 123-26 
D G Ambler, Proceedings of the American Bankers’ Association (1893), p 102 
J Ttavenpoit, The Economics of Enterprise (igi3),pp 260-66 
u Among the most prominent of the advocates of this aspect of the real bills doctrine were 
Horace White, H Parker Wilhs, Charles A Conant, J Laurence Laughhn, and Wilham A 
Scott White did much writmg extending over a long penod of time His Money and Banking, 
first pubhshed m 189S, had gone through four editions by igri and was widely used as a 
textbook Laughhn was a prodigious wnter and was looked upon as one of the authonties of 
his time Wfihs perhaps wrote as much, but most of his writmgs appeared after 1913 Conant 
and Scott were not quite so prolific, and yet they wrote much 



AGITATION FOR BANKING REFORM 


207 


therefore they can be briefly restated here Differences among them were of 
minor importance They held that bank loans should be made for bona 
fide commercial purposes or for busmess “needs”, and they frequently 
objected to mvestments in bonds, long-term real estate or speculative 
loans, or loans the proceeds of which were used for fixed capital purposes 
If loans were so restricted, they claimed, there could be no inflation or 
overissue, no promotion of “overtrading” by the banks, and credit would 
be adjusted automatically to the “needs” of trade ’■* 

They desired that bank obligations be convertible at aU tunes, but they 
offered little or no explanation of why this should be necessary if, as they 
asserted, restriction of discounts to commercial paper will prevent over- 
expansion Laughlin did suggest that reserves are needed to “test” the 
currency but not as a limit to its amount and that they are necessary “to 
provide against lack of confidence, general distrust, and unreasonmg hu- 
man nature ” He conceded that a certain balance and proportion among 
loans, deposits, and reserves is necessary, and, while his meanmg is not 
entirely clear, he apparently felt that any additional cash necessary to 
mamtain this balance could be obtained whenever needed These writers 
depended far more upon assertion than upon analysis to support their 
claims 

Explicit mention of Fullarton’s doctrine of the reflux had almost dis- 
appeared, although Hughes referred to FuUarton on this topic with ap- 
proval, and Moran and Poor claimed that repayment of loans was a means 
of reducmg the currency which would prevent overissue However, this 
notion was more or less mdefinitely implied m the numerous statements 
to the effect that a currency that is based on commercial assets will auto- 


matically adjust Itself to the needs of busmess 

Horace White, Momy and Its SuhsUMes (1882) (a reprint of an article written for John J 
Lalor’s Cvdopaedm of Pohhcal Science, Pohhcal Economy, and of the Political History of the 
United States), pp 26-29, Proceedings of the American Bankers' Association (1893, 1902), pp 
63 and 128, “National and State Banks,” op cit , pp 6-7, lo-ii, and Money and Banking, 
pp 247-98, Hadley, op cit , p 243, H Parker WiUis, Bearings before the Senate Committee on 
Banking and Currency (1913), IH, 3021-22, 3034-33, 3°84, 3088, and The Federal Mserve 
(igiS), pp 177-84. 248, 233, 25s, Charles A Conant, “Banking upon Busmess Assets, 
Sound Currency, IV (1897), 2, and The Principles of Money and Banking, U, 46, 63-66, 149, 
A Barton Hepburn, “Government Currency vs Bank Currency,” The Currency Problem 
and the Present Financial Situation (1908), p 31, J Laurence Laughlm, The Priwiples of 
Money (1903). PP 79, 82-84, 87, 93-96, 102-3, 112, 120, 123-27, “Bank Notes andLendmg 
Power,” Proceedings of the Academy pf Political Science, I (rgio-ii), 269, and A National 
Reserve Association and the Movement of Cotton m the South," Journal of Political Economy, 
XX(i9i2),i42,WilhamA Scott, op cit 148-54, 162, Money (1913), PP 68-69, Invest- 
ment vs Commercial Bankmg,” Proceedings of the Investment Bankers Association I1913;, 
pp 76, 81, 84-85, and Banking (1914), PP 5°, SS, 58-S9, Kmley, op cit , pp 359, 363-72 


IS Laughlm, The Principles of Money, pp 83, 126-27 

s^Hughes.op ctt,pp 79-81, Moran, op cit taS.Poor, Money and Its Lams, p 60 
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A small number of writers adhered to the real-bills doctrme and at the 
same tune contended, with nice inconsistency, that the appropriate means 
of limitmg bank expansion is the discount rate Among these men were 
Conant and Scott 

There were perhaps a dozen men who demurred in some fashion to 
the contention that the wants of trade determme the volume of bank 
money, but, with the possible exception of A Piatt Andrew, their 
statements were substantially either mere assertions that it was not 
true or, in a very few cases, repetitions of the argument of Thornton to 
the effect that the same goods might be sold several times and each tune 
give rise to a bona fide biU Andrew reviewed briefly and weU the long 
history of the real-bills doctrme and then argued that, as the deposits of 
the banks mcreased, prices would rise and the reserves of the banks would 
be exhausted He thought it “preposterous then to assume that credit can 
be issued mdefimtely upon the basis of goods, without any regard what- 
ever to the quantity of available money in which it is likely from time to 
time to be presented for redemption ” He cogently pointed out that, as 
prices rose, new extensions of credit would be demanded, and thus there 
could be a never ending race between credit expansion and rising prices 

Competition m banking continued to receive the approval of some few 
men, but, as has usually been true, the arguments were not very convinc- 
mg It was not contended that competition would limit the creation of 
bank money but rather that limitation was not necessary, that freedom of 
issue was a matter of mdividual right or of justice, that competition would 
prevent abuse and whatever any given writer may have conceived the 
evils of monopoly in general to be, or that it would reduce the rate of m- 
terest 

Conant, Money ani Banking, II, 6i, aai, Scott, Money and Banking, pp i86, 276-77, 
282, and Banking, pp 4S-46, 55 

38 Bronson, The Money Problem Again, pp 21-22, 44-43 , [Simon Newcomb], “Price on Cur- 
rency and Banking,” O'p oil, p 420, F A Walker, op oil , pp 427-29, 434-33, 0 M W 
Sprague, “The Organization of the Federal Reserve Banks,” Proceedings of the Academy of 
Pohhcal Science, IV {1913-14), 113, Bradford, “Lombard and WaU Streets,” PP 34°- 

41 

3» “The two movements might contmue pursiung each other until eternity and yet the 
aggregate value of the means of payment would not become co extensive with the money value 
of ah property The alleged limitation of bank credit by 'the value of goods and property 
owned by borrowers’ IS from every pomt of view delusive Itisnot only untrue, it is impossible” 
(Andrew, “Credit and the Value of Money,” op cil , p in) Andrew was attackmg Laughlin’s 
position m particular 

8“JuhanM ?>txeAe,vaD.t, Economics or the Science of Weallh 97, H W Richard- 

son, The National Banks (1880), p 193, Wdham Brough, Open Mints and Free Banking 
(1898), pp 61, 66, Sound Currency Committee of the Reform Club, Sound Currency, VII 
(1900), 182 
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Only a very few writers offered any criticism of competitive banking 
Horace White asserted that “the doctrme of Lmssez faire does not apply 
to banks,” and least of all if they have the right of note issue, and yet he 
himseh would have given the banks complete freedom of note issue, with- 
out any limitation as to quantity except the requirement of convertibility, 
but with a safety fund for the protection of the noteholder E B An- 
drews thought that American experience between 1814 and i860 had shown 
that free trade in banking put into circulation poor bills, swindled the un- 
wary and the pooi, drove hard money from circulation, raised and “dis- 
tracted” prices, and provoked commercial crises'*’ Henry R Seager 
stated that the argument for freedom of banking rested upon the belief 
that the expansions and contiactions of bank credit ought to be left to the 
control of those who, by a process of natural selection, have been chosen 
to manage the banking busmess, and he thought this argument would be 
conclusive, were it not for the fact that the public do not judge each bank 
individually but all banks collectively A S Bolles would have prohibi- 
ted by law the payment of mterest on (demand?) deposits and thus have 
destroyed (as we have, m fact, recently done) an important element of 
competition in banking Clearly, the critics of competition were no more 
critical than the defenders 

For the sake of the record something should be said about notes of small 
denominations There was some feehng that small notes should be prohib- 
ited, either as a means of retaining specie in circulation which would be 
available to the banks in emergency or as a fund from which specie for ex- 
port might be drawn or as an aid m preventing pamcs, the argument being 
that small noteholders are ignorant and likely to be the cause of runs on the 
banks or because small notes more easily lead to overissue or because they 
raise retail prices and thus harm the laboring class Charles Moran, how- 
ever, pointed out that the major portion of the existmg banlc notes were 
of small denominations, and this fact he offered as proof that these were 
the notes needed and that therefore they should not be eliminated 
On the rate of mterest as a restrictive influence on the amount of bank 
loans, mdependent of the question of purposive control by means of the 

-I' White, Proceedings of the Amencait Bankers' Assocmhon (1893), pp 63-64 

'I’ Ehsha B Andrews, Institutes of Economics (1889), p 146 

-13 H R Seager, Introduction to Economics (2d ed , 1904), pp 336-38 

■t-i A S Bolles, Chapters in Political Economy (1874), pp 137, 161 

‘'sMann, 0^ cj/ , pp 79-80, no, 134, Bronson, The Money Problem Again, p 57,? A 
Walker, oji ctt,pp 439-40, Taussig, cit, 1,335 

•>'’ Charles Moran, Money, Currencies, and Banking (1875), p 40 
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central bank rate, the American literature of this period was about on a 
par with the British, but, as might be expected, English writers presented 
a better analysis of the problem of protection of reserves by means of rate 
manipulation, particularly with respect to its international aspects 
Simon Newcomh claimed that businessmen contmually want to borrow 
money, provided the rate is not too high, and that the banks so fix their 
rates as to mamtain their reserves near the mimmum, except during de- 
pression, when their ratios rise In prosperity the rate is raised, but, 
nevertheless, the outcome of their policy is that they have no excess of 
reserves when most needed, and m depression, when loans are not wanted, 
they have an abundance of lendmg power In refutmg the contention of 
James Wilson that busmessmen will borrow no more than they need, F A 
Walker claimed that when times are dull, businessmen watch their ex- 
penses closely, and at such times the rate on loans may exercise some con- 
trol over the borrower, but when times are prosperous and opportunities 
for profits are high, the businessman spends liberally and is not inchned to 
give much attention to possible savings on his interest account 
Despite his advocacy of the real-bills doctrme, W A Scott contended 
that an mcrease in the rate “checks loans and discounts by mcreasmg the 
expense of conducting business operations on a credit basis”, that varia- 
tions in the rate are the best means of controlling the volume of loans and 
thus of the reserve ratio (he was not referrmg to central banking) , that 
if the banks discount only commercial paper, they will thus be able prop- 
erly to adjust their ratio, but that if investment securities are bought, 
only a reserve of loo per cent will be safe F W Taussig thought that 
“the psychology of the busmess commimity as a whole is an important 
factor ” In depression, when reserves are abundant and rates low, loans 
are not taken, but when busmess is active and everyone is optunistic, 
when reserves are low and rates high, the bankers find it difficult to pre- 
vent loans from mcreasmg He also mentioned that when money is tight 
“even the rate of mterest on permanent investments shows a sympathetic 
rise” , but he did not suggest that this mcrease might have any particular 
significance 

W C MitcheU mtroduced a refinement mto the discussion not else- 
where to be found m either English or American literature before 1913 

[Newcomb] “The Session,” op cit , p 215, Newcomb, Principles of Pohhcal Economy, 
pp 170-71 

■t* F A Walier, op at , pp 434-4S 

Scott, Money and Banking, pp 186-87, 282, Banking, pp 45-46, 55 

5° Taussig, op at , I, 437-39 
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He distinguished sharply between long- and short-term rates, and m his 
analysis of the influence of these two rates is to be found his contribution 
to the subject J S Nicholson, it will be remembered, also distmguished 
between the two rates, but he made very little use of the distmction 

Mitchell thought that there is little evidence to indicate that the 
amount of short-term loans demanded falls off when rates are high, al- 
though there may be an actual declme in such loans because of enforced 
contraction by the banks, but he added that the high rate makes the car- 
rying of unsold stocks an expensive matter and makes “long persistence 
in this course hazardous ” These two statements appear to be inconsistent 
but probably are not, for the second seems to refer to conditions near the 
end of a boom, when prices and sales have begun to declme but business- 
men are still hopeful of obtaining higher prices if they hold on for some 
time He believed, however, that a rise in the long-term rate would operate 
as a very considerable discouragement to construction work of all kinds 
In effect, Mitchell was contendmg that the demand for short-term funds 
IS relatively inelastic, while such is not the case for long-term funds This 
contention represents a break with, and in my opinion a great improve- 
ment over, the English tradition 

Mitchell also noted that bank rates rise with prosperity and decbne 
during depression, and he claimed that the rise in the rate constitutes one 
of the mcreased costs which threaten profits 

Irvmg Fisher claimed that the banks can adjust their reseive position 
by variations m their discount rates but that changes in the rate lag be- 
hmd changes in the commodity price level, this lag being responsible for 
a greater (temporary) rise or fall m prices than would occur if the rate 
were properly adjusted 

As a rule, American comments on the problem of control by a central 
bank were restricted to brief assertions that the Bank of England pro- 
tected Its reserve by means of variations m its discount rate “ Some writ- 
ers ascribed the power of the Bank to the domestic effect of its control, by 
way of the discount rate, of its loans, others, to the influence of the rate on 
mternational gold flows byway of the price level or the more direct effect 
of the rate on mternational lendmg 

S' Mitchell, op cit , p 499, see also pp 492, 494 

5 ' Fisher, op cit , pp 45, 57-60, 64-66 For earlier statements of his doctrme of a lagging 
interest rate see his “Appreciation and Interest,” Pubhcahons of the Amencan Economtc Associ 
oliaw, XI (1896), esp 54-79, and FAe Sale (1907), pp 276-86 

S 3 A L Perry, Political Economy (i8th ed , 1883), p 441, Newcomb, Principles of Political 
Economy, p 510, Dunbar, Theory and History of Banking, pp 34, 179, Wilbur Aldrich, Money 
and Credit (1903), pp 94-95, A K Fiske, The Modern Bank (1904), p 283, Taussig, op 
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A few writers made comments worth noting Bradford, m his review of 
Bagehot’s Lombard Street, agreed with the latter that, in panic, loans 
should be made liberally but at high rates Neverthless, he thought that 
control by means of the rate had not been fully tested, and he was some- 
what skeptical that it would ultimately prove to be “an efl&cient instru- 
ment for steadymg the mass of deposit cuirency ” However, he was very 
desirous of seemg a serious attempt made, by means of mcreases in the 
rate to any extent found to be necessary, to prevent the reserve ratio from 
falling to such a low level as would create the conditions for a panic, but 
he was not very hopeful that his generation would witness the solution of 
the problem 

Accordmg to Paul M Warburg, central banks raise their rates not at all 
or only slightly during seasonal expansions of activity, but when an 
emergency is anticipated, the rate is raised succssively in order to force 
contraction by the banks and busmess generally, to attract foreign money 
by the higher return, and thus to protect the gold reserve “ 

0 M W Sprague believed the influence of the rate on foreign invest- 
ments within a country was a far more potent factor in protecting the gold 
reserve than was the central bank control over its domestic loan account 
The latter he thought “quite secondary” m importance He noted also 
that success depended upon the ability of the cential bank to bring the 
market rate into line with its own rate This he thought a very serious 
task and suggested the sale of government bonds by the bank as a means 
of achievmg its goal He contended that American financial troubles were 
mostly of domestic origm and that, before we could hope to attract for- 
eign funds, we would have to finance a considerable portion of our foreign 
trade Moreover, great regional differences m rates would make a smgle 
rate meffective m the high-rate regions, and he doubted that public opin- 
ion would support sectional differences m the rate charged by a central 
bank For these reasons he concluded that control by means of rate manip- 
ulation by a central bank would be relatively meffective m the United 
States 

Aside from the problem of protectmg the gold reserve and that of the 
appropriate procedures during a pamc there was little reference to what 
might properly be considered the guides or ends of monetary pohcy The 
pre-Civil War demand for a currency of “hard money” had virtually dis- 

5-1 Bradford, “Lombard and Wall Streets,” op c%t , pp 350, 333 
ssPaulM WaxhuTg, The Discount Systermn Europe (igio), pp 16-17 
5 “ Sprague, Banking Reform, pp 40-49, 132-35 
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appeared ” Likewise, there were few references either to Peel’s Act of 1 844, 
the currency principle, or the exchanges as the appropriate guides to ac- 
tion F A Walker approved of the act, and so also did Bradford and Bron- 
son, although they thought it needed amendment on the subject of de- 
posits 5 ® White called the act “plausible and specious rather than scien- 
tific”, and Conant thought “an arbitrary limit for note issues cannot be 
commended from a scientific standpomt Henry Adams apparently 
agreed with the bullion report to the effect that the price of gold and the 
exchanges are the appropriate regulators of a paper currency, although he 
believed that, even so, credit would be subject to “violent fluctuations 
There was a considerable amount of mtelligent discussion of the effects 
of changes in the price level, the prevaihng opinion among those who re- 
ferred to the subject being that stabilization is desirable, and yet, in the 
United States as in England, there were only occasional suggestions that 
tbs end might be achieved by means of deliberate action Bronson claimed 
that we need a currency that is fixed in value, “one in which business men 
can place confidence Theodore Marburg believed that, if we were to be- 
come the world’s monetary center, stability m our currency would be es- 
sential and that for this purpose an abundant supply of gold was neces- 
sary^’ Peter Cooper, candidate of the Independent (Greenback) party 
for the presidency in 1876, wanted, of course, a “national” currency, 
issued by the government and fixed in amount per capita If it were so 
regulated and if it were made receivable for obhgations due the govern- 
ment, except import duties, it would be “permanent” m value Another 
doctrinaire, W H (“Com”) Harvey, claimed that an mconvertible cur- 
rency would be satisfactory if fixed in amount per capita 

5 ’ For auch a demand see the following references Ferns, op cit , p 176, Davis, op cit , 
p 25, Bronson, The Money Problem Agatn, pp 41, 50, 53 

1* Biadford, “Lombard and WaU Streets,” op at , pp 333, 335, 342, 355, and “Three 
Systems of Currency,” Transactions of the Nahonal Assoaatton for the Promotion of Social 
Science (1875), pp 677-79, Bronson, The Money Problem, p 15, F A Walker, op at , pp 
470-71 

59 White, Money and Its Substitutes, p 27, Conant, The Prtnaples of Money and Banking, 
II, 91, 94, xd3 

““ [Henry Adams], “The Bank of England Restriction, 1797-1821,” North American Remew, 
CV (1867), 415, 432 
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Because of the rigidity of many prices and the consequent difficulty of 
adjusting prices to variations m the flow of currency and the adverse 
effects of such enforced adjustments on emplo3Tnent 3.nd output, New- 
comb held that it is very important that the price level be kept as nearly 
uniform as possible Davenport desired a stable price level for similar rea- 
sons Mann and Taylor held that slow changes in the price level are not 
harmful Taylor further claimed that while changes in the price level 
which are due to changes in cost conditions are unfortunate, they cannot 
be said to cause mjustice but that the contrary is true if there is failure to 
adjust the money supply in such manner as to maintam stability in the 
price level, cost conditions being unchanged 

J Allen Smith believed a stable price level to be desirable as a means of 
preventmg fluctuations m emplojmient and output In this connection he 
thought justice between debtors and creditors a matter of secondary im- 
portance He stated that by “stability of value” we might mean either a 
constant purchasing-power in terms of commodities or of labor, and he 
imputed the latter meaning to the gold monometaUists, while he apparent- 
ly preferred the former As between stable foreign-exchange rates and a 
stable price level, he thought the latter of much greater desirability He 
suggested, as a means of achieving price stability, what he called the “mul- 
tiple standard,” which was very similar to Irving Fisher’s compensated 
dollar The chief differences were, apparently, that he would have had a 
smaller number of commodity prices in his index than would Fisher and he 
would have required, as an adjunct to his system, that the government 
borrow or lend or buy or sell securities, as a means of quickly effectmg the 
desired changes in the money supply 
Durmg these years Fisher made his celebrated proposal for varymg the 
gold content of the monetary unit as the index of the price level changed 
As early as 1888, Ehsha B Andrews expressed the hope that some day 
governments would setup “able and impartial commission (s)” with power 

Newcomb, Principles of Pohtical Economy, p 502 Later, however, Newcomb demed 
that the gold dollar had m previous years been appreciatmg because, as he asserted, wage 
rates and retail prices had not declmed (“Has the Standard Gold DoUar Appreaated?” 
Journal of Pohkcal Economy, I [1892-93], 503-12) See also Davenport, Economics of Enter- 
prise, pp 298-99, 327-29 

Mann, op cit , p 4, Taylor, Some Chapters on Money, pp 264, 268 

Taylor, Some Chapters on Money, pp 179-82 

** J AUen Smith, “The Multiple Money Standard,” Annals of the American Academy of 
Political and Social Science, VH (1896), 174, 181-82, 215 

Op cit , pp 337-47 
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so to vary the quantity of money as to maintain a stable price level It 
will be noted that none of the foregomg writers suggested that a central 
bank might promote price-level stability by means of variations m its dis- 
count rate As we have seen, Bradford hmted at this possibility, but none 
too hopefully, in 1874 

Although theie was a considerable amount of attention given to the 
subject of banking liquidity, it cannot be said that the writers of these 
years showed any improvement over their predecessors in the considera- 
tion of this topic Usually those who were most msistent upon the need for 
hqmdity weie among the most vigorous defenders of the real-bills doctrine, 
although this was not invariably true Numerous waters stated that be- 
cause the habilities of the banks are payable on demand, their assets 
should be “liquid” or “convertible” , and it is evident that others who did 
not specifically mention the fact of demand liabilities nevertheless had it 
in mmd in urgmg the need for liquidity Among these, a few merely urged 
that assets should be short term,’^ but by far the greater number msisted 
that short-term commerctal loans are most desirable ” It was occasionally 
suggested that maturities should be as nearly as possibly so arranged that 
a constant amount of notes would be faUmg due each day The defense 
of commercial loans was made that they furnish the means of payment or 
that they are self-liquidating A number of writers conceded that other 
t3q)es of assets, such as listed securities, might be acquired in small 
amounts if they are readdy convertible Real estate loans were invariably 
denounced by those who mentioned them They “lock up” funds, it was 
asserted, and are not salable 

'''‘Op cit , pp 141, 216 Andrews considered other possibihties of stabilization in “An 
Honest Dollar,” Pubhcahons of Iht Amncan Economto AssocuUton, IV (1889), 430-40 
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nology and considered whether it is desirable that the general level of wage rates or of com- 
modity pnces, or some other standard, be stabihzed For a review of tins literature see Correa 
M Walsh, The Fundamental Problem Monetary Science (1903), especially, for Amencan 
writers, pp 16-25, 136-48, 205-14 

’^Hadley, op cit , p 242, Brough, op ,p 56 
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op oit , pp 248-49, Taussig, op cit , 1, 348-51 
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32-33, Jeremiah W Jenks, Hearings of the Senate Committee on Banking and Currency (1913), 
III, 2622-26 
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There was also objection to call loans on stock-exchange collateral 
White objected that the collateral is not always salable, while Scott con- 
tended that sales merely passed on the obligation, and he chose therefore 
to call them not liquid ” Frank A Vanderlip and F W Taussig com- 
plained that they could be collected only by shifting, and they thought 
this not possible for the system as a whole One must infer that they be- 
lieved the aggregate of short-term commercial loans could be reduced, and 
without serious consequences to economic activity Paul M Warburg held 
that m the United States a contraction of call loans would be borne by a 
s mall number of persons, would cause ruinously low prices for stocks, and 
would be likely to result in an “acute convulsion”, whereas m Europe, 
where commercial discounts were made, the effects of liquidation would be 
widely spread and would therefore not result in crises It would be as 
plausible to argue that the degree of severity of the effects would be re- 
versed 

Theodore Gilman seems to have sensed the danger of a large volume of 
short-term mdebtedness running in favor of the banks He thought notes 
should not be issued agamst commercial paper in possession of the banks, 
for the reason that the banks could then force disastrous liquidation on the 
public He believed, however, that if clearing houses were mcorporated, 
and possibly one established in each of the states, these institutions might 
rediscount commercial paper for the banks and that they might safely 
issue their own notes agamst this paper He thought they would, in effect, 
serve as “trustees” for the benefit of the public, and he believed there 
would not then be the same danger of debt contraction as when the banks 
themselves issued notes against short-term paper If such clearmg houses 
had been organized and if they themselves had maintamed large reserves, 
they undoubtedly would have been of some minor help , but, since they 
would have been dissociated from the federal treasury, they would have 
been far from satisfactory from the standpomt of monetary management 

F M Taylor did the unusual thing of denying that highly liquid assets 
are necessary as security for bank notes Security, he contended, is not for 
the purpose of mamtammg convertibility of notes but to prevent them 

White, Money and Banking, p 419, Scott, “Investment vs Commercial Bankmg,” o-p 
at , p 83 
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from declining in value Whethei he would have extended his critiasm 
to cover all banking assets is not evident 
During this peiiod there was a larger number of men than formerly who 
realized that theie can be no such thmg as liquidation by the bankmg sys- 
tem as a whole without undesirable results for busmess activity Moreover, 
American wi iters were somewhat more inclmed to refer to this fact than 
were the British, probably for the reason that m Great Britain the opera- 
tions of the Bank of England did indeed make possible some degree of 
(relatively harmless) liquidation by the system (excluding the Bank itself) 
W A Scott conceded that an mdmdual bank might sell long-term se- 
cuiities, but he thought the banks as a whole might not be able to do so 
However, he claimed that commercial paper would be automatically 
liquidated by the “commercial process which called it mto existence”, 
and there is no suggestion that this characteiistic would not, in his opm- 
lon, make possible a reduction, without harmful effects on busmess ac- 
tivity, of the aggregate of commercial loans John Thompson, vice-presi- 
dent of the Chase National Bank, asserted that for the banks to realize on 
their assets during a pamc might brmg disaster upon customeis and the 
stockholders of the bank alike 

Sprague declared that no assets are liquid m an emergency in the ab- 
sence of a central bank, and he thought the then current widespread ap- 
proval of the bill of exchange was not justified, for bills in Europe were 
moie liquid sunply because the central banlcs were wiUmg to discount 
them The main thing was that the central bank should not have ex- 
hausted its powers when the emergency arrived The sigmficance of a 
central rediscount agency was a factor that had received little attention 
before 1910 or thereabouts, but from that time on it was given a great deal 
of consideration Paul M Warburg was particularly energetic m promot- 
mg the notion that such an agency was needed 
Wtule the writings of Bolles generally cannot be highly commended, he 
nevertheless made some very pertment remarks on the subject of hquidity 
He asserted that, contrary to the expectations of the bankers, even call 
loans might not be collectible if a large number of bankers desired to call 
Some Chapters on Money, pp 276, 288-89 

Scott, Money and Banhng, pp 149-50, “Investment vs Commercial Banking," op at , 
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them at a given time, and he made the following very unusual statement 
(for his day) m regard to short-term loans generally “Indeed, it may be 
regarded as an open question whether the community does not suffer more 
by short accommodations than by longer ones Unfortunately, BoUes 
offered no explanation of this cr3q)tic statement, but if he intended to con- 
vey the idea that a large volume of short-term indebtedness on the part of 
private enterprises aggravates any deflationary pressure, he was on solid 
ground 

The demand for liquid earmng assets grows out of an attempt to achieve 
simultaneously two more or less conflicting objectives, namely, (i) the 
maintenance of a reserve of ready purchasmg-power and (2) the obtaining 
of an mcome upon that reserve Let us concede, but only provisionally, 
that there is no objection, on grounds of public policy, to attempts on the 
part of bankers (and others) to mamtam a liquid position in some other 
way than by means of holdmg cash Now let us ask what kind of assets 
would make for the hquidity of an individual bank m a system of numer- 
ous bankmg units Clearly, any asset would be liquid for which there was a 
contmuous market or that could be sold to, or used as collateral for a loan 
from, a competing bank or that would mature within a short period of 
time 

To the banker, short-term loans are preferable to marketable long-term 
securities only because they are not subject to significant price fluctuations 
— a consideration which is, of course, important In practice the commer- 
cial loan IS not so liquid as other tj^es of securities, for the reason that the 
banker will desire to mamtam good relations with good customers and 
therefore wfll not make a requirement of payment at maturity so long as 
the credit standing of the borrower is satisfactory The advocate of the 
real-bills doctrme will immediately object that no loans should be renewed , 
but if, as I believe I have shown m chapter ui, restriction to nonrenewable 
commercial loans will not appropriately liimt the amount of bank credit, 
the pubhc wdl have no interest m preventing renewal, and if the loan is a 
desirable earnmg asset, if other assets can be obtained — as they can be — 
that are equally liquid, there is no reason why the banker should not de- 
sire to renew the loan In practice, therefore, bankers depend largely upon 
other assets for purposes of liquidity, and to this there is no objection if we 
are to permit them to mdulge their propensities in this direction at all 

These arrangements work mcely until a considerable number of bankers 
desire to shift from earnmg assets to cash at the same time Then nothing 
can be hqmdated, except at the expense of a serious worsenmg of expecta- 

“ op cti , p 136, but see also pp 135, 160, and, m addition, his Money, Banking, and Ft 
(1903), pp 113-15 
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tions and of business activity Moreover, the attempt to enforce pa3Tnent 
of maturmg obligations will operate greatly to strengthen the deflationary 
mfluence on business generally, and consequently short-term will have 
a more unfortunate effect on busmess conditions than long-term debts 
These observations apply to all kinds of private indebtedness, be it com- 
mercial or not, although, if there is any difference, the attempt to collect 
supposedly commercial loans is likely to have a more disastrous effect than 
the attempt to collect other loans It appears, therefore, that the bankers’ 
attempts to maintain a liquid position have been in vam and their en- 
deavors to liquidate assets have had calamitous results foi the public 
Moreover, it is probable that the desire of the banker for shoit-term obli- 
gations has put such a premium upon borrowmg in this manner as to have 
mcreased considerably the volume of private short-term debts as com- 
pared with what they would have been in the absence of the banks 
Should the individual banker, then, ignore all questions of liquidity and 
confine his attention to the soundness and yield of securities acquired? 
He should not Li the first place, there may be occasions when he alone 
will want to shift from earnmg assets to cash In the next place, he must 
assume that his reframmg from acquiring short-term securities would not 
reduce the holdmgs of such securities by other banks, that a scramble for 
cash will sometime come again, that if he alone is not liquid, the liquida- 
tion of earning assets by his competitors will create an unfavorable clear- 
ing-house balance, which will cause him to go down , and it wiU be small 
comfort to him that busmess generally and for his competitors who with- 
stand the stram will be ruined for a period of years, whereas this state of 
affairs might have been avoided m part if other bankers had followed his 
example m refusing to acquire short-term assets 
The public, liowever, has an interest in all this, and evidently that in- 
terest IS not by any means consistent with the desires of the bankers We 
shall therefore have to examine the more general aspects of the problem 
of liquidity befoie we shall be in a position to make any suggestions as to 
what the bankers should be permitted to do Wealth (for the mdividual) 
can be held m the form of commodities, securities, or money, and, so long 
as the attitude of the public toward the holdmg of each of these forms is 
unchanged, there will be no difficulty that can be termed monetary m 
origm, providing also that the quantity of money is not inappropriately 
changed However, the trouble begms when shifts between money, on the 
one hand, and either goods or securities, on the other, get under way 

For present purposes we do not need to mquure into the question of precisely how these 
shifts (changes in velocity or m hquidity preferences or in the propensity to hoard or m hoard- 
ing, whatever terminology one may prefer) work their mfluence on business activity As far as 
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These shifts are possible in greatest magnitude f oi those with accumulated 
wealth, and yet current income makes possible essentially the same kind of 
procedure to a very significant extent 

We can construct a series of cases, runnmg from those that will give 
least, to those that will give most, opportunity for a disturbance as a con- 
sequence of a shift to or away from cash These we may list as follows the 
existence of wealth (for the individual) m the forms of (i) only money and 
highly perishable commodities, (2) money, perishable commodities, and 
highly unsalable and durable commodities, (3) money and commodities 
of all degrees of durability and marketability, that is, the same range of 
commodities that we currently have, (4) money, commodities, and certifi- 
cates of ownership in going business concerns, (5) money, commodities, 
certificates of ownership, and evidences of long-term indebtedness, (6) all 
the preceding forms of wealth plus obligations of short-term indebtedness, 
and (7) the precedmg case with the addition of fractional reserve bankmg 
Under the first three of these sets of conditions the corporate form of busi- 
ness organization would be absent and there would be no borrowmg under 
any of these or under the fourth 

In the first of these cases there is no possibility of accumulating wealth 
m the form of goods, and consequently there is likewise no possibihty of a 
shift m the form of accumulated wealth It must always be m money 
Nevertheless, there still may be disturbmg variations m velocity, for in- 
dividuals may either increase or decrease their consumption In the second 
set of conditions, shifts between money and goods are possible but can 
hardly be of such magnitude as to become troublesome However, the 
variations in velocity might nevertheless be appreciably greater, for there 
would now be a possibihty of the mdividual’s varymg the amount of ex- 
penditures from current mcome without changmg his consumption 

A disturbance of eqmhbnum would probably have significantly worse 
effects in case No 3 To be sure, commodities have carrymg charges, they 
yield no return, and, even though relatively durable, many of them de- 
preciate or become obsolete, and consequently hquid reserves, even m 
periods of prosperity, are not likely to be held to any considerable extent 
m the form of co mm odities Nevertheless, dealers may attempt to liqui- 
date their normal holdmgs of goods and thus aggravate (or mitiate) a de- 

the present argument is concerned, the dechne m output resulting from a shift to cash might 
be explamed either (i) by a rise m the interest rate or (2) by a reduction m commodity pnces, 
against a background of ngid costs In either case, adverse expectations would be created 
and would constitute a serious additional impediment to a return of full emplojmient 

My mdebtedness to Henry C Simons will be immediately evident (see his “Rules versus 
Authorities m Monetary Pohcy,” Jmrnal of Pohhcal Econarny, XLIV [1936], 6-11) 
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flationary movement quite as surely as if the goods were primarily held as 
contingency reserves Moreover, the possibility of disturbances from a 
change in the manner of disposal of current income is agam mcreased, al- 
though perhaps not greatly 

In case No 4 we introduce for the first time the corporate foim of busi- 
ness organization and a form of mcome-yielding wealth upon which the 
carr3mig charges are insignificant However, stock certificates have the 
disadvantage, for the purpose of serving as a near-money, of widely fluctu- 
ating prices Nevertheless, they wiU be much more useful for this purpose 
than any commodity Number 5 introduces a form m which wealth (for the 
individual) may be held that yields an income and of which the price is 
not likely to fluctuate so much as that of certificates of ownership It will, 
therefore, be much the best instrument so far encountered for the purpose 
of accumulating wealth that can be turned quickly mto cash However, 
it will make a deal of diSerence, even in this case, whethei the security is 
listed on an exchange and whether trades m it are of frequent occurrence 
T his type of asset furnishes a further possibility of disturbance If the ob- 
ligation matures at an inopportune time, refunding may be mipossible, 
and the debtor’s necessity of accumulating cash with which to make pay- 
ment will mcrease the pressure on the commodity price level 

With arrangement No 6 we have all the preceding possibilities of varia- 
tions in velocity, but the influence of the last one, that of maturmg obliga- 
tions, is greatly magnified Short-term obligations do not vary significant- 
ly in price, hence their attractiveness as a substitute for cash held m re- 
serve Their potentialities for evil appear whenever there develops a gen- 
eral tendency to shift from securities (and commodities) to cash Even 
though the imtial shift is by creditors from short-term securities to cash, 
this wiU be followed immediately by a shift from commodities to cash, 
both because of a general feeling of doubt that has been engendered and 
because the debtor will find it necessary to make the latter shift in order 
to accumulate cash with which to pay off his indebtedness Large volumes 
of such obligations fall due withm short periods of time, and hence, if 
creditors m the aggregate insist on payment, the pressure on the prices 
of commodities can reach disastrous proportions 

The possibilities of trouble reach diabolical proportions m case No 7 
The banks are, at the same time, debtors on demand and creditors on 
short term, and both their debts and their short-term credits are large in 
amount relative to the total stock of circulatmg medium The bankers 
therefore are m a peculiarly sensitive position and are likely to become 
cautious at the shghtest indication that difficulties are in prospect If the 
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depositors also become alarmed, the resultmg chaos is likely to be so great 
that severe and unmanageable panics and crises develop If, under the cir- 
cumstances, there is any cause for wonder, it is not that these disordered 
conditions should occur but that the economic system should have shown 
such resiliency until recent years 

The major portion of short-term debt should be ehmmated Since the 
banks are both debtors and creditors on short-term, fractional reserve 
bankmg should also be suppressed If this reform cannot be had, the banks 
should be restricted to the holdmg of long-term debts and equities 

While it IS true that, under all circumstances, an individual bank will be 
safer if it maintains a liquid position than if it does not, it is also true that 
no banlc will gam when emergencies arise if all the banks attempt to secure 
hquidity by means of holdmg short-term private debts The stability of 
the whole economy will have been so decreased that, m the final outcome, 
the position of every bank wiU be more precarious than it would have been 
had none of them carried short-term assets To state the problem different- 
ly, conditions would be ideal for an individual bank if it were permitted 
to acqune short-term assets while all other banks were denied the same 
privilege Smce this is impossible, a choice must be made between allowing 
all banks the right of holding short-term assets and of denying to all of 
them this privilege 

The banks, as well as the public, would gam from this regulation, al- 
though larger reserves than are now carried would probably be necessary 
However, there can be little doubt that bankers would unanimously pro- 
test that they could not continue in business if this restriction were put 
mto effect 

The above discussion has no bearmg on the holdmg of short-term gov- 
ernmental debt For different reasons, however, governmental borrowing 
on short term should also be discontmued When the government borrows, 
it should give m exchange for the cash acquired an obhgation as far re- 
moved from money as is possible This is a consol Such short-term obli- 
gations as Treasury bills and certificates, and only to a slightly less extent 
longer-term fixed-maturity bonds, are so acceptable m lieu of cash m 
“cash” balances that the use of these instruments m borrowing tends to 
monetary confusion It is likely to be thought that such borrowing, when 
from nonbankmg sources, is anti-inflationary, whereas m all probabihty 
It will be nearly as inflationary as an outright issuance of paper money or 
as borrowmg directly from the banks, since it leads to an increase m veloc- 
ity as the bills and certificates are substituted for cash m the reserves of 
the pubhc 
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AGITATION FOR BANKING REFORM 
THE PROBLEM OF ELASTICITY 

W E COME now to that topic in the discussion of which American 
writers were clearly pre-emment, in quantity, if not in quality, 
of literary output This is the problem of an elastic currency A 
need for elasticity was insisted upon for two distinct reasons There were 
cited (i) the fact of normal, or at least noncyclical, variations in the vol- 
ume of tiansactions and (2) the tendency toward hoarding during panic or 
toward a decreased wilhngness or ability of bankers to lend at such times 
In regard to the first type of “need,” it was the usual thing to refer to sea- 
sonal variations in transactions, particularly those due to harvesting of 
the crops," although a few writers merely asserted that the need for money 
varies “ 

Precisely what was meant by elasticity of the currency was seldom 
clearly indicated One can distinguish, however, two quite different no- 
tions In the first place, there was the idea of variations in the total volume 
of the means of payment This concept of elasticity was never definitely 
stated, but we must infer that it was the usual one from the fact that, 
typically, the claim was made that variations m the currency would be 
provided by increases and decreases in the volume of bank loans 
It was generally held that elasticity was equally important for deposits 
and notes, but most writers asserted that deposits were, in fact, elastic, 
wheieas notes were not ^ It was felt, therefore, that there was urgent need 

‘L3Tiian H Atwater, Proceedings of the American Bankers' Assoctalwn (1882), p 20, 
Horace White, Money and Banking (4th ed , 1911), pp 402-3, Henry Parker Willis, The 
Federal Reserve (igis), P 250, Henry Rogers Seager, Introduction to Economics (2d ed , 1904), 
p 337, A Barton Hepburn, Hearings, House of Representatives, before the Subcommittee on 
Banking and Currency (1913), pp Frank A Vanderhp, “Tte Modern Bank,” in 

The Currency Problem and the Present Financial Situation (1908), pp 10-13, R W Taussig, 
Principles of Economics (ist ed , 1913), 1, 38$, 39° 

' James B Hodgskm, “Our Currency, Past and Future,” North American Review, CXI 
(1870), 91 , Simon Newcomb, Principles of Political Economy (1885), pp 502-3 

3 Charles F Dunbar, Chapters on the Theory and History of Banking, ed O M W Sprague 
(2d ed , 1901), pp 74-77, Theodore E Burton, Proceedings of the American Bankers' Associa- 
tion (1910), pp 349-50, F M Taylor, Some Chapters on Money (1906), p 204, and “Do We 
Want an Elastic Currency?” Political Science Quarterly, XI (1896), 135, E W Kemmerer, 
Seasonal Variations in the Relative Demand for Money and Capital in the United States (1910), 
pp 173, 229, Charles A Conant, The Principles of Money and Banking (1903), II, 191, 196-97, 
Seager, op cit , pp 336-37) 340-42 
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of changes in the provisions for note issues, and, as a consequence, this 
aspect of the problem received much moie attention than that of elasticity 
of deposits However, Kinley was of the opinion that it was more impor- 
tant to have elasticity of note issues than of deposits, because, as he said, 
those who needed an elastic medium were distant from the banks and 
spent money in small sums Theiefore, deposit elasticity would be of little 
help to them ^ Taussig, on the other hand, held that, inasmuch as deposits 
were “ideally” elastic, it was not so important about notes ® Laughlm held 
similar views, but he also contended that there was great need for some 
means whereby banks could convert earnmg assets mto reserve funds m 
order that they might increase their loans in response to an increased de- 
mand ® This was inconsistent If deposits were elastic, there was no need 
of a reserve of lending power A Piatt Andrew held that deposits as well 
as notes were insuflGiciently elastic ’’ There were others, besides Laughlm, 
who beheved that by some means a reserve of lending-power should be 
made available, and who, therefore, must have been of the same opinion 
concernmg deposits as Andrew (provided they were not so inconsistent as 
Laughhn) Their ideas will be considered presently 
In the second place, it was believed by a small number of writers that 
complete mterconvertibility of hand-to-hand currency and deposits was 
all that was required by way of elasticity Surprisingly, it was this concept 
of elasticity alone that was explicitly stated ® It should be recalled that, 
under the then existmg monetary and bankmg arrangements, conversion 
of a considerable amount of deposits mto hand-to-hand currency was more 
strikmgly impossible than today, and any attempt at such conversion 
would have led to deflation and probably panic 
Inasmuch as the preponderance of opmion was to the effect that an 
elastic currency was desirable, one is hardly prepared for the discovery 
that relatively few writers mdicated what they conceived to be the ad- 

* David Kinley, Money (1904.), p 362 
s op cii , I, 391-93 

“ J Laurence Laughlm, The Pnnctples of Money (1903), pp 120, 140, “Bank Notes and 
Lending Power,” Journal of Pohhcal Economy, XVIII (tgro), 780-83, 790 

’’ A P Andrew, “The Crux of the Currency Question,” Yale Remew, II (new ser , 1912-13), 
608 

* J F Johnson, The Canadtan Bankmg System (rgro), pp 61-62, Eichard T Ely and 
others, Outhnes of Economtcs (rev ed , 1908), p 261, Charles N Fowler, Proceedings of the 
American Bankers’ Assoctahon (1906), pp 92, 94, Charles A Korbly, in his questiomng of 
Hepburn before the House Subcommittee on Bankng and Currency (1913), pp 26-27, John 
Perrm, “What Is Wrong with Our Bankmg and Currency System?” Journal of Political Econo- 
my, XIX (1911), 863, Wilham B Ridgely, Annual Report of the Comptroller of the Currency 
(1907), pp 73-74 



AGITATION FOR BANKING REFORM 225 

vantages of such a currency or the disadvantages of one that was inelastic 
Among those who did refei to this matter the usual claim was that elastic- 
ity would either promote stability m the price level,® desirably affect 
interest rates in some way, through reduced fluctuations, a general reduc- 
tion, or interregional equalization,*” or prevent, or mitigate the effects of, 
panics ** Fisher defined an elastic currency as “one which varied with the 
demands of trade in such a manner as to mamtam the price level con- 
stant It IS not clear, however, that he would have claimed that freedom 
of note issue would produce this result autonomously On the contrary, 
his proposal for a “compensated dollar” rather definitely mdicates that he 
believed deliberate variation of the currency to be essential Newcomb 
thought that the mam problem in regulation of the currency is that of “ad- 
justing the monetary to the industrial flow,” in order that the price level 
might be stabilized and reduction m output and employment avoided 
His attitude, however, m regard to the possibility of an automatic adjust- 
ment of this kind was apparently smular to that of Fisher At any rate, 
he thought it was not settled beyond question that the banks could be de- 
pended upon for this purpose 

F M Taylor, who presented a detailed and pamstakmg discussion of 
this whole topic, made the most unbiased attempt of all writers to dis- 
cover what the advantages of an elastic currency plight be expected to be 
He imputed alternations of high and low bank reserves (reserve ratios) to 
melasticity of the currency but did not make clear his reasons for domg so 
These alternations resulted in ease or tightness in the money market The 
consequence of the latter might be either mability to obtain loans or high 
rates of mterest These alternations, he claimed, mcreased the risks of 

> George Walker, Consukrattons Touching Mr Randall's Bill for the Suppression of the 
National Banks, and for a Further Inflation of the Currency (1867), pp 23-24, Charles Moran, 
Money (1863), pp 116, 137, Charles G Dawes, The Banking System of the United. States and 
Its Relation to the Money and Business of the Country (1894), pp 33-47, A Barton Hepburn, 
History of Coinage and Currency in the United States 413-16,! F Johnson, 

and Currency (1906), pp 321-23 

White, op cit , p 383, Report of the Monetary Commission of the Indianapolis Convention, 
pp 232, 321, 367, for Hepburn and Johnson see the same references as in the preceding 
footnote 

“W L Trenholm, The People’s Money (1896), pp 174-76, Henry Carter Adams, The 
Science of Finance (1898), p 213, W C Cornwell, Proceedings of the American Bankers’ 
Association (i8gi), pp 89-go, Theodore E Burton, Financial Crises and Periods of Industrial 
and Commercial Depression (1902), pp igi, 249-33, Conant, op cil , H, 141-42, 413, Edwin 
R A Sehgman, Principles of Economics (3d ed , 1908), pp 348, 376 

^“Irving Fisher, Hearings hefore the Senate Committee on Banking and Currency (1913), 
n, IIS7 

Newcomb, op cit , pp 302-3 
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business and caused losses, curtailment, and “not infrequently bank- 
ruptcy 

Taylor conceded that it was plausible to suppose that inelasticity would 
cause fluctuations in the price level, but experience, he thought, did not 
support this view Nevertheless, he was not prepared to say that there 
might not be such an influence, but he was convinced that it was triflmg in 
amount and surely much less than was generally supposed He also 
doubted that the fluctuations m the money market were responsible for 
alternate stimulation and depression of business activity ''s 

While he claimed that an outflow of gold would deplete bank reserves, 
raise the rate of interest, and thus spontaneously bring about its own cessa- 
tion, he nevertheless held that an inelastic currency would tend to prolong 
a drain and thus render more difficult the protection of the national reserve 
of gold There were two parts to his defense for this position (i) He held 
that the American banking system threw the responsibility for protecting 
the gold reserve upon the government, which he thought bad If there were 
a plethora of nonstandard money, the government would receive less gold 
m payments to itself, and thus the government’s reserve of gold would be 
reduced, whereas if there had been an elastic currency, there would have 
been no plethora, for the excess of currency would have been retired from 
circulation (2) If reserves are large, the drain must be long continued be- 
fore it raises the rate of interest and thus checks the outflow of gold 
I can see no merit m these contentions In the first place, Taylor was 
confusmg what he called a “plethora” of nonstandard money (bank notes) 
outside the banks with bank reserves His assumption that an elastic cur- 
rency would be retired m a period of high reserves (high reserve ratios) 
and thus eliminate the low rates shows a serious failure to understand the 
problem A bank currency (notes or deposits) wdl always be retired if con- 
ditions are such that borrowers prefer to pay off loans (or banks to call 
them) , but the retirement of loans is precisely the thing that creates the 
high reserves (reserve ratios) It is possible, however, in the second place — 
and entirely aside from this question of retirement of currency — that an 
elastic currency would bring about greater alternations of high and low 
rates than would an melastic currency Whether this would be so would de- 
pend, m aU probability, upon the kmd of elasticity in effect If it were the 
“automatic” kmd which is characteristic of a bank currency of the sort 
envisaged by the proponents of the real-bills doctrine, it would surely be 
so, but if the currency were dehberately varied in quantity seasonally by 
*■1 “Do We Want an Elastic Currency?” op ctt , pp 141-45 
’^Ibtdipp 145-46 »‘J6jd,pp 147-49 
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a monetary authority and m accordance with mdices of seasonal variations 
in transactions, it probably would not be true 
The evils of an inelastic currency during pamc, Taylor thought, were 
self-evident He conceded that the fundamental difficulty might not be 
with the currency, but nevertheless he held that the immediate occasion 
for the panic is the “sudden and almost unlimited increase m the demand 
for money as such” , and at such times the need is for an assurance that 
practically unlimited supplies of currency will be forthcoming Taylor 
held that an elastic currency might not elimmate, but would surely miti- 
gate, the above difficulties 

E W Kemmerer made the most elaborate statistical study of the sub- 
ject of elasticity and of variations that might indicate a need for an elastic 
circulatmg medium He found that there were seasonal movements in m- 
terest lates, domestic and foreign exchange rates, check payments, and 
the prices of bonds Failures, he found, occurred in greatest numbers dur- 
ing the seasons of tight money markets, and the same was true for panics 
None of the hand-to-hand currency showed any marked seasonal move- 
ment, except that all forms showed some slight tendency to increase in the 
autumn and early winter, and “none of them exhibit[ed] any considerable 
capacity to contract during the slack months of the year He used 
figures for clearings to indicate seasonal movements of deposit currency, 
despite the fact that elasticity was generally, and elsewhere by Kemmerer 
himself, thought of as variations in the volume of the currency, not m the 
velocity “ His study is exclusively factual 
As a means of achieving elasticity it was usually suggested that the 
flexible element in the currency should be issued by the banks and secured 
by commercial paper ” It was frequently argued that the government was 
m no position to impart elasticity to any currency it might issue, that 
this could be done only by institutions (the banks) that were “m touch” 
with busmess by way of business loans ” A currency so issued, it was con- 
M , pp 152-53 , pp 153-57 

cit A summary of hia findings can be found on pp 223-32 
““ Exceptions w ere Arthur L Perry and F A Walker, who declared that changes in the 
demand for money could be met by changes in velocity (see the former’s Pohhcol Economy 
[18th ed , 1883], pp 344-45, and the latter’s Money, p 418) 

Sound Currency Committee of the Reform Club, Sound Currency, VII (1900), 182, 
Wilhs, op ctt , pp 247-48, 253, 255, Conant, op cit , II, 130, Laughhn, The Pr^nc^ples of 
Money, p 89, E W Kemmerer, “The Bank Note Issue of the Proposed Federal Reserve 
Banks,’’ Proceedtngs of the Academy of Pohhcal Scwnce, IV (1913-14), 166 

Moran, op cit , p 137, Henry V Poor, Money and Its Laws (2d ed , 1877), p 55, H W 
Richardson, The National Banks (1880), pp 188-92, Henry W Wilhams, “Money and Bank 
Credits in the Umted States,’’ Annals of the American Academy of Pohhcal and Social Science, 
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tended, would be “automatic” or "self-regulating” in its variations 
Pledging of specific security for notes was not generally deemed essential, 
but It was frequently suggested that the noteholders should be given a 
prior hen on both the general assets of the bank and the stockholders’ 
double liability A safety or guaranty fund was often held to be desirable 
Substantially to represent this point of view the term “asset currency” 
came into vogue during these years This term was used to describe a cur- 
rency issued on the security of the general assets of the bank, as opposed 
to a bond-secured currency Many writers thought such a currency could 
be safely issued without other restrictions on its amount than those im- 
posed, or supposedly imposed, by the necessity of maintaining reserves 
and the exclusion of other than short-term commercial paper from dis- 
count But there were also a number who believed the amount should be 
limited, and the limit suggested was some percentage of the capital of the 
bank, usually from 50 to 100 per cent 

Reasons for either making noteholders preferred creditors or for limiting 
the amount of notes, although not of deposits, were usually not given A 
few writers, however, stated that some special provisions were required to 
make notes completely safe or to prevent inflation Any provisions for 
preventing inflation should have been deemed unnecessary by an advocate 
of the real-bills doctrine, but consistency is seldom to be found among 
these writers durmg this period However, among others. White emphati- 

V (189s), S3Si Trenholm, op c%l , pp 162-63, 174-7S. William A Scott, “Investment vs 
Commercial Banking,” Froceedmgs of (he Investment Bankers’ Assoctahon (1913), p 79, 
Jeremiah W Jenks, Seanngs before the Senate CommUtee on Banking and Currency (1913), III, 
2554 

William A Scott, Money (1913), p 68, James B Forgan, Proceedings of the American 
Bankers’ Association (1907), Appendur, p 163, MauriceL Muhleman, Monetary and-Banking 
Systems (1908), p 202, White, Proceedings of the American Bankers’ Association (1893), p 61, 
for Williams see the same reference as m the preceding footnote 

r M Taylor was an exception, hut he would have had general assets pledged rather than 
bonds {Some Chapters on Money, p 299) 

n Charles F Dunbar, Economic Essays (1904), p 247, O M W Sprague, Banking Reform 
in the United States (1913), pp 131-32, Johnson, Money and Currency, p 333, Soimd Currency 
Committee of the Reform Club, Sound Currency, VII (1900), 182, A Barton Hepburn, 
“Government Currency vs Bank Currency,” m The Currency Problem and the Present Financial 
Situation (1908), pp 53-54, White, Money and Banking, p 308, Kmley, op cit , pp 382-83 
"‘'John J Knox, Proceedings of the American Bankers’ Association (1891), p 55, J F 
Johnson, A Discussion of the Interrogatories of the Monetary Commission of the Indianapolis 
Convention (1898), pp 13-15, Muhleman, op cit , p 200, Sprague, op cit , p 132 “Assets” 
was sometimes used instead of “asset ” 

"7 Arthur Twinmg Hadley, Economics (1899), p 248, Hepburn, “Government Currency vs 
Bank Currency,” op cit , pp 53-54, Joh^n, The Canadian Banking System, pp 64-65, and 
Banking, p 90, Kmley, op cit , pp 383-84 
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cally pointed out that notes and deposits are substantially the same, that 
there is no good leason for limiting the one and not the other, and that this 
“queer notion” (of limiting note issues) was an inheritance of the days of 
frequent failures, when banks were known only as note-issumg institu- 
tions A large proportion of the writers who used the term “asset cur- 
rency” must have made the tacit assumption (if they were at all consist- 
ent) that bank assets do, or “ought” to, consist largely of commercial 
paper, but when the term was used, this nicety was generally ignored 

Bond-secured notes were, of course, opposed on the ground that they 
were inelastic or that they might even be perversely elastic Aside from 
the fact that the volume of outstanding bonds does not change with the 
“needs of business,” it was contended that the profitableness of issuing 
bond-secured notes would vary with the price of the bonds and that, there- 
fore, the issues of such notes would not be in direct response to business 
“needs ” Moreover, inasmuch as the government bonds used as security 
for national bank notes yielded a low rate of return, banks would be dis- 
inclined to purchase bonds to be used as the basis of note issues at those 
times when the demand for notes was greatest, for at such times the rate of 
interest on business loans would be high and the banker would therefore 
put his money into loans rather than into bonds 

The German provision for taxmg notes in excess of stipulated amounts 
was frequently approved, and there was a considerable body of opmion to 
the effect that any asset currency introduced into the United States should 
be taxed in some manner However, there was a wide variety of sugges- 
tions concerning the amount of such a tax Forgan stated that the opinion 
of both the public and the bankers was divided between “a highly taxed 
emergency currency and a low taxed credit currency ”3“ Although Dawes 
and Marburg desired a highly taxed emergency currency and Congress- 
man Fowler a low-taxed currency, presumably not merely for emergency 
purposes, it is doubtful that Forgan stated correctly the chief reason for 
the prevailmg differences of opmion Rather, the problem seems to have 
been seen as that of providing both for notes that would contmuously cir- 
culate and for greatly mcreasmg the volume of notes in an emergency, and 
such differences of opinion as there were concerned the method of accom- 

White, Proceedings of the American Bankers’ Association (igoa), p 129 

“’Laughlm (ed), Report of the Monetary Commtsston of the Indianapolis Convention, pp 
227-28 

3" Op cit , Appendix, pp 164-65 

3 ' Charles G Dawes, Proceedings of the American Bankers' Associalion (1902), p 119, 
Theodore Marburg, Do We Want an Asset Currency? reprinted from the Proceedings of the 
Convention of the National Cmc Federation {up?), 'p 21, Fowler, «CP 93 
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plishing these ends On this subject there were three groups (i) those who 
would have retained bond-secured notes and provided also for emergency 
“asset” notes, the latter to be subject to a high or a graduated tax, 3 “ (2) 
those who would have eliminated the national bank notes and provided 
for an "asset currency” only, but with either a graduated tax or a high 
tax on issues above a stipulated maximum, and (3) those who would 
have provided for an untaxed “asset currency” only White was in this 
last group He contended, consistently with the real-bills doctrine, that 
a tax was not appropriate for the purpose of preventing inflation, that the 
return of the notes was itself the criterion of inflation, that this return 
would conect the inflation, and that it would take place automatically 
and without a tax if there were adequate redemption facilities Scott, 
Conant, and Laughlm made no unequivocal statements on this question, 
but what they did say makes it highly probable that they would have 
agreed with White There were a number of variations of the above sug- 
gestions which do not fit precisely mto this classification 

The importance of the tax as a preventive of inflation was thought of in 
two ways (i) it was felt to be necessary as a means of preventing an un- 
due expansion of the currency m the first mstance (it is to be lemembered 
that, while the great majority of writers of the peiiod held to the real-bills 
doctrme, they did so, with strikingly few exceptions, with considerable 
and various degrees of inconsistency) , and (2) as a prerequisite to elastic- 
ity the paramount importance of “contractility” of note issues, as well as 
of expansibility, was repeatedly emphasized 3 * The tax, therefore, was pro- 
posed as a means of enforcmg this contraction 

3= William B Ridgely, Proceedings of the American Bankers' Assoctalion (1902), pp 71-72, 
“Report of the Commission of Fifteen of the American Bankers’ Association," Proceedings of 
the American Bankers’ Association (1907), Appendix, p 119, Williams, “Money and Bank 
Credits in the United States,” op cit , V (1895), 537, 542. Report by the Special Committee of 
theChaniberofCommerceoftheStateofNew7ork{igo6),p 24, Muhleman, cit ,pp 199-200 
Muhleman would have imposed a tax that would have increased, not with the amount of 
notes, but with the time dunng which they remained m circulation Only Wilhams (of this 
group) would not have provided for a graduated tax, but his emergency notes would have 
been subjected to a “practically prohibitive tax” of 4 per cent 

II Report of the Monetary Commission of the Indianapolis Convention, pp 54, 366-68, 
Charles C Homer, Proceedings of the American Bankers’ Association (1894), p 70, R G 
Rhett, Proceedings of the American Bankers’ Association (1910), pp 232-33 Rhett would 
have had the tax on his emergency issues raised to ro per cent if they remained outstanding 
for more than three months 

3* White, Money and Banking, pp 431-32, Scott, Money and Banking, pp 174-75, Conant, 
Dp cit , H, 46, 88-92, 113, 128, Laughhn, The Principles of Money, p 140, and Banking Prog- 
ress (1920), pp 184-87, 192 In the latter work Laughhn gives the provisions of a bill which he 
had formulated in 1912 

33 It would be interesting to know whether these advocates of the real-biUs doctrme would 
have asked that the currency be reduced commensurately with the dechne in transactions 
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In regard to this question of contraction, it should also be recalled that 
adequate redemption facilities, for the purpose of providing what was 
considered an exceedingly important method of contraction, were general- 
ly insisted upon The Suffolk, Scotch, and Canadian systems were praised 
inordinately 

Several writers declared that required reserves should be made avail- 
able for use m an emergency, without stating precisely how this was to be 
done A nmnber of others asked definitely for the suspension of the re- 
quirement durmg emergencies Still others suggested that reserve defi- 
ciencies be permitted but taxed Fisher would have made this tax pro- 
gressive, and C W Mixter would have levied it “upon that amount of 
its [the bank’s] total demand liabilities, which is accountable for the deficit 
in proportional legal leserve ” This seems to mean that if the reserve ratio 
were 25 per cent and the reserve deficit |io, the tax would be levied upon 
$40 of liabilities He also would have had the tax progressive, but with 
time rather than with the amount of the deficit If this scheme should 
prove to be too “drastic,” he suggested that the tax be computed “upon 
a sliding scale, multiplymg the amount of the excess of credit expansion 
by one-fourth (01 some larger fraction) of the rate of discount, whatever 
that may be ” Presumably he meant by this that for the first period durmg 
which the deficiency prevailed— peihaps ten days — the tax would be one- 

durmg a depression A rigorous interpretation of their statement that the currency should 
vary -with the volume of transactions, plus their tendency to overlook velocity, would suggest 
this conclusion Sprague seemed to think the failure of notes to contract during periods of de- 
pression unfortunate, although he added that it was a “comparatively ummportant matter” 
{op , pp 122-24) One gets the impression that in this latter statement he was mildly dis 
approving of an opimon that was commonly held, to the effect that it is very important that a 
reduction of note issues should take place dunng depression In later years Kemmerer stated 
that the contractibihty of Federal Reserve notes was estabhshed in 1920 {The i B C of the 
Federal Reserve System [nth ed , 1938], pp 126-27) 

3® L Carroll Root, “New England Bank Currency,” Sound Currency., II (1894-93), 24, 29, 
Hepburn, “Government Currency vs Bank Currency,” op ett , p 54, A K Fiske, The Modern 
Bank (1904), p 323, Kemmerer, “The Bank-Note Issue of the Proposed Federal Reserve 
Banks,” op cU , p 166, Report of the Monetary Commission of the Indianapolis Convention, 
pp 324, 328-34 

3? George A Butler, Proceedings of the American Bankers' Association (1893), pp 28-29, 
Frederick A Cleveland, The Bank and the Treasury (1903), p 214, Conant, op cit , II, 71-72, 
74, 83-84 

3® Charles A Ms-toi, Paper Money, the Root of Evil 142, Sprague, cii , p 113, 

Atwater, op cil , p 24 

3 « Wilbur Aldnch, Money and Credit (1903), p 98, Sprague, the same as m precedmg foot- 
note, Davis R Dewey, in a round table discussion in Publications of the American Economic 
Association, IX (3d ser , 1908), 108 
Fisher, op cit , Ef, 1131 
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fourth of the rate of discount but for continued deficiencies the tax would 
be a larger percentage of the discount rate 

Leslie M Shaw, secretary of the Treasury undei Theodore Roosevelt, 
suggested two variants of the above proposals First and chiefly he asked 
that the Secretary of the Treasury be given authoiity to vary the required 
reserve ratios of the bariks His plan was gradually to raise the ratio during 
the dull seasons of the year and to reduce it as seasonal expansion in busi- 
ness activity got under way Either as an alternative or as an additional 
device he proposed that the Secretary be given authority to require na- 
tional banks to deposit with the redemption fund i per cent of their out- 
standing notes every fifteen days during the slack season, these notes then 
to be reissued during the fall and winter Finally, he asked that the secre- 
tary be given a fmid of $100,000,000, to be deposited or withdrawn from 
the banks as he might deem expedient If he were possessed of these three 
powers, he believed that “no panic as distinguished from industrial stag- 
nation could threaten either the United States or Europe that he could 
not avert ”'•* 

A few writers felt that it would be safer to limit the privilege of issuing 
asset currency to the larger, or to relatively few, banks or to increase the 
mimmum capital requirement 

Toward the end of the period under consideration there were a number 
of men who emphasized the point of view that elasticity depends upon an 
elastic system of banking reserves Fisher, Mitchell, Sprague, Laughlin, 
Warburg, and Senator Nelson W Aldrich were of this opinion However, 
the last three also maintained that restriction of discounts to commercial 
paper is essential, but they gave no reason why both this restriction and 
some means of augmentmg reserves would be necessary These three and 
Sprague proposed a rediscount institution which would enable the banks 
to augment their reserves in time of need Others who desired some kind of 
central organization thought of it more as an agency for the issuing of 
notes for general circulation than as a means of augmentmg the reserves 

C W Mixter, “A Proposal for Secunng the Maintenance of Bank Reserve,” Quarterly 
Journal of Economics, XXII (1907-8), 300-301 

^Leslie M Shaw, Annual Refort of the Secretary of the Treasury (1906), pp 48-49 
iiTtwbax, Economic Essay s,'p 247, Butler, 24, Rhett, ofi , p 232, Scott, in 

a round-table discussion, Pubhcations of the American Economic Association, IX (3d ser , 
1908), 109-13 

Fisher, of at , II, 1130, Wesley C Mitchell, Cycles (1913), pp 551-53, Sprague, 
of cit , pp 23, 120, Laughhn, “Bank Notes and Lending Power,” of at , pp 783, 785, 790, 
Paul M Warburg, The Discount System in Eurofe (1910), pp 16-17, 36-37, also Warburg’s 
statement before the House Subcommittee on Banking and Currency, Hearings, pp 61-63, 
Nelson W Aldrich, Proceedings of the American Bankers' Association (1911), pp 74-73 
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of the banlcs In any case, however, the central association or bank was 
thought of as a rediscounting agency which either would enable the banks 
to provide an elastic curiency or would itself furnish such a medium in the 
form of its own obligations, which would pass through the rediscountmg 
banks into the hands of the public I shall return to the subject of a central 
bank later in this chapter 

A peculiar doctiine occasionally encountered during these years is that 
bank notes do, or should, constitute a local currency Bradford Rhodes, 
for example, denied that variations in the aggregate amount of the cur- 
rency constituted elasticity but, rather, felt that this quality was exhibited 
when the currency expanded and contracted at those numerous points 
where the need increased or declined This would be true of an assefe cur- 
rency, for the banks are in close contact with the immediate demands and 
the needs of then localities Hepburn contended that local variations 
would elimmate the cost of mtersectional shipments of currency Taylor 
argued that the territory in which the notes of a given bank might circu- 
late should be limited by law, in this way insuring that the notes would be 
sent in for redemption Thus contraction, at the appropriate time, would 
be promoted, and he was among those who were most emphatic in urging 
that this was a necessary element in an elastic currency Sherwood as- 
seited that “the idea of the true bank-note is that it serves a local and a 
temporary purpose 

Those waters who thought of elasticity as mtei convertibility of notes 
and deposits pointed out that if the banks had the right of issuing notes 
against then general assets, any increased amount of hand-to-hand cur- 
rency which was desired in place of deposits would cause no change m the 
total liabilities of the banks Some of these writers (and others also) further 
suggested that the reserve requirements be made the same for the pro- 
posed “asset” notes as for deposits Only Forgan stated explicitly what 

Hepburn before the House Subcommittee on Banking and Currency, Heanngs, pp T, 17, 
Bradford Rhodes, Proceedings of (he American Bankers' Association (1895), p 66, Andrew J 
Frame, "How To Prevent Cash Suspension by Banks,” Proceedings of the Academy of Political 
Science, I (igio-ir), 372-73 

41S Rhodes, Proceedings of the American Bankers’ Association (1894), pp 103-6 
Ibid ,p 75, cf also Kmley, (7^ cit 360-61 Some Chapters on Money, 'll 309 

49 Sidney Sherwood, The History and Theory of Money (1893), p 273 

5 ” Muhleman, op cit , p 200, Sprague, op cit , p 132, F G Bigelow, Proceedings of the 
American Bankers' Association (1904), p 10, Forgan, op cit. Appendix, p 166, Ridgely, 
Annual Report of the Comptroller of the Currency, pp 73-74 Under the acts of 1863 and 1864 
the same reserve ratio had, m fact, been required for notes and deposits, but the requirement 
for notes was eliminated in 1874 (see A T Huntington and Robert J Mawhmney, Laws of the 
United States Concerning Money, Banking, and Loans, 1778-igog [1910], pp 343, 361, 418) 
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must have been the reasonmg of this group He pomted out that if the 
banks were given the privilege of issuing notes freely, a shift from deposits 
to notes would permit inflation if the reserve requirement for notes were 
not so high as that for deposits It is evident that these men were thinking 
primarily of the possibility of providing for variations m the volume of 
hand-to-hand currency rather than deposits 

Sprague held that, if an asset currency were introduced, it would be of 
little help either for emergencies or for crop-moving purposes Such a cur- 
rency would have to be limited in some manner, eventually the full quota 
of notes would be used up in ordinary tunes, and thereafter no additional 
notes could be issued to meet any increase in demand He held that pro- 
vision could be made acceptably for variations in the hand-to-hand cur- 
rency through the bank reserves and that, in fact, it would be preferable 
to eluninate the note-issue privilege of the banks altogether However, he 
felt that there were political and practical difficulties mvolved and there- 
fore unenthusiastically indorsed an asset currenc}- Amasa Walker and 
Wilbur Aldrich likewise thought that elasticity could be provided by means 
of variations m the reserves However, a number of writers demurred to 
this suggestion Ely and his collaborators, for example, pomted out that 
the demands for money for reserve purposes and for hand-to-hand circu- 
lation are competitive and that, when the latter increases, “reserves have 
to yield and credit has to be contracted 

There was another aspect of the reserve problem to which reference was 
made by several writers Banks throughout the country left part of their 
required reserves and their surplus funds with banks in reserve and central 
reserve cities, but particularly m New York City It was objected that 
this created an “inverted pyramid” of credit restmg on the reserves of the 
New York banks and that the whole structure was likely to topple over 
when there was an increased demand for money outside New York, with 
the consequent withdrawing of funds from that place The payment of 
interest on bankers’ balances by the banks of New York was cited as a 

Sprague, op ai , pp 127-30 

S’ Amasa Walker, TheNahonal Currency and the Money FroUem (1876), p 28, W Aldnch, 
op ctl , p 93 
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reason why the bankers of that city were usually expanded close t(J the 
lunit permitted by their reserves and why, therefore, they were hkely to 
be unable to meet calls from their correspondents without disastrous con- 
traction of their own loans “ 

There was, as we have noted, some difference of opmion as to the most 
suitable manner of providing for elasticity of the currency , but there was a 
singularly small amount of outright objection to the notion that elasticity 
is needed, and such as there was came in the earher part of the period 
Sturtevant declared that “fluidity,” not elasticity, is needed, and by this 
statement he meant that the curiency should be so constituted that it 
could readily flow into or out of the country He was writing before the 
resumption of specie payments Bradford charged that the popular notion 
of elasticity meant indefinite expansion and claimed that the only measure 
of safe expansion was an inflow of specie Bronson conceded that bank 
notes and deposits are more elastic than specie, they axe, in fact, too elastic 
they yield to pressure “with headlong haste ” Specie, on the other hand, 
peimits as much expansion and contraction as are “conservative and 
safe ” He declared that “nothing so effectually chflls the ardor of a 
rampant speculator as a limited supply of money 
Amasa and Francis A Walker attempted to go somewhat beyond mere 
assertion m their criticisms The former declared that only net balances 
are paid in interregional exchanges, and hence not much additional cur- 
iency for crop-moving would be necessary, but he made no attempt to ex- 
plam the connection between his premise and the conclusion He also as- 
serted that the demand for additional funds at crop-moving came from 
speculators, in order that they might forestall the market, that the sum- 
mer lull should build u^i bank reserves to the point where they could meet 
the autumn demands for additional cash, providing the banks did not use 
these reseives for the purpose of makmg speculative loans He, of course, 
objected to such loans Fmally, he contended that elasticity in the usual 
sense would require that someone decide how much expansion was to 
take place, and this, he thought, would require ommscience It is clear 
that he failed to understand the position of the advocates of the real-bills 
doctrine, fallacious though it was 

Burton, Ftmnaal Crises, pp 263-64,0 M W Sprague, History 0/ Crises underlhelVa 
tional Banking System (1910), pp 20-24, 91-9S, Frank B Anderson, Proceedings of the Ameri- 
can Bankers’ Association (1910), p 357 

Julian M Sturtevant, Economics, or the Science of Wealth (1882) , pp 88-89 
S’ Gamaliel Bradford, The Lesson of Popular Government (1899), I, 475 
ss Henry Bronson, The Money Problem Again (1877), pp 41, 49, S3 
s’A Walker, 0^ cit ,p 23g,andTheNattonalCurrency andthe Money Problem, pp 27-29 
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Ftancis A Walker offered more convincing arguments than his father 
(i) He clauned that the seasonality of different regions tended somewhat 
to offset one another (2) He contended that velocity would spontaneously 
rise m response to an increased demand for money, and he explained this 
point very reasonably The rate of interest would rise, and this fact would 
cause businessmen to calculate their “outgoings and incomings moie close 
ly,” in order to reduce cash balances, cash would be deposited more 
promptly, in order to secure the higher rate of interest, and more pains 
would be taken to make prompt collections from customers (3) He thought 
a certain stringency at times of additional demand for money would exert 
“a wholesome repression upon speculative movement 

As we have seen, the preponderant opinion of the period was to the 
effect that an “elastic” bank currency (notes and/ or deposits) is desirable 
Is this position defensible? In the first place, granted seasonal variations 
in the volume of transactions, are corresponding variations in the quan- 
tity of circulating medium desirable? No definitive answer is possible, but 
it is pertinent to point out, as did F A Walker and Perry, that spontane- 
ous changes in velocity would go far toward meeting the difl&culty Rates 
of interest would use as the seasonal peak in transactions was approached, 
and this fact might cause businessmen to economize on cash However, a 
more important factor would be the buildmg-up of cash balances by those 
who anticipated increased needs for cash later in the year, which is merely 
a way of sayuig that velocity would be relatively low at other times than 
those of the greatest need There might also be some pressure on certam 
prices at the seasonal high m transactions However, both the rise m inter- 
est rates and the decline in commodity prices would tend to have the 
effect of reducmg seasonality in those industries in which interseasonal 
shifts in activity could be introduced without greatly affectmg costs This 
would be altogether a desirable result, although it must be conceded that 
it would probably not be a very significant one My conclusion is that any 
difficulties incident to an inelastic currency would be so slight as to render 
the whole matter a thing of much less than major importance, and it is 
not at all certain that the advantages, on balance, do not he with m- 
elasticity 

Were, then, the writers we have been considermg guilty of making a 
great ado about a nonexistent problem? They were not, but they, or most 
of them, incorrectly analyzed that problem, and the remedial measures 
they prescribed were at times and in some degree not suitable What is 

®“Franas A Walker, If oney (1878), pp 418-ig Perry also claimed that a nse in veloaty 
could meet the mcreased need for currency 
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conceived to be the piimary difficulty is a matter of how much of the ex- 
isting institutional structure we desire to assume as a startmg-pomt If we 
assume fractional reserve banking, then the major defect in the monetary 
system was that of a lack of a high degree of mterconvertibility of hand- 
to-hand currency and deposits It would be equally reasonable, however, 
to designate as the chief tioublemaker the banks themselves and to em- 
phasize their inherent tendency to expand to the limit permitted by their 
reserves, for this tendency results m the absence of any surplus of reserves 
with which to meet additional demands for hand-to-hand cuirency, that 
IS, in a system in which there is not freedom of note issue 

Those who criticized tlie practice of country and reserve-city bankers of 
sending surplus funds to New York were directing attention to a matter of 
importance, and yet their analyses were inadequate This practice repre- 
sented the working-out of the desiie of the bankers to keep their funds 
fully employed and at the same time to maintain what they conceived to 
be a satisfactory degree of liquidity In a highly organized market such as 
New York it is more nearly possible for such short periods of time as those 
of the dull seasons to lend to the full extent of funds available than m the 
small communities, and therefore this practice undoubtedly meant that 
the resources of the banking system as a whole tended to be more fully 
and contmuously employed than would have been the case if the funds 
sent to New York had been retamed in the country Nevertheless, the 
effects of this practice varied according to circumstances, and it therefore 
requires some further consideration 

For present purposes we should distinguish between the effects of a 
withdiawal of hand-to-hand currency from the country banks and of a 
demand upon them for additional loans, proceeds of which would be taken 
in the form of deposits If the funds which were sent to New York had been 
retained m the country banks, and not loaned by them, these banks could, 
of course, have met either demand without difficulty to themselves or to 
their customers When, however, the funds were sent to New York and 
loaned out by the latter, a demand upon the country banks for additional 
hand-to-hand currency required a multiple contraction by New York but 
not by the country, and a demand for additional loans (if it were to be 
met) also required multiple contraction by New York, but this contrac- 
tion permitted a multiple expansion by the country Inasmuch as the New 
York banks were required to carry reserves in their own vaults of 25 per 
cent, while the country banks reqmred only 15 per cent, three-fifths of 
which might be held on deposit with a reserve-city or central-reserve-city 
bank, an expansion of loans in the country (considering all the banks as a 
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group and assuming them to be largely independent of New York for a 
short period of time) of fioo would have required reserves of $15 (not for 
an mdividual bank but for the country banks as a group), only $6 of which 
would have had to be withdrawn from New York To be sure, an individ- 
ual bank could have made loans of only approvunately $15 on the basis of 
reserves of $15, but the expansion of this bank would have made available 
to the other country banks additional reserves, and consequently the 
country banks as a group would have been able to expand to the extent 
of the reciprocal of o 15 times $15, or $100, assuming that their expansion 
would not “spill over” into New York 

The withdrawal of $6 00 from New York would have reduced the re- 
quired reserves there by $i 50, and therefore the reserve deficiency caused 
by this withdrawal would have been $4 50 Hence an expansion of $100 00 
in the country would have required a contraction in New York of $4 50 
times the reciprocal of the New York reserve ratio (o 25), or $18 00 For 
purposes of illustration I have ignored the reserve-city banks, which were 
required to hold reserves of 25 per cent, one-half of which might be held 
m central-city banks m New York, Chicago, or St Louis 

If all their funds had been retained by the country banks and they had 
been successful m keeping their resources fuUy employed locally at all 
times, which they probably could not have done during the dull seasons, a 
demand for cash would have required a multiple contraction by the coun- 
try, but not by New York, agam assuming New Yoik and the country to 
be substantially mdependent for the short period, which is probably not 
a wholly unrealistic assumption but is so in part Under these circum- 
stances a demand for additional loans could not have been met 
The foregomg discussion relates only to the keeping of surplus funds m 
New York It is of mterest to consider also the effects of the privilege 
granted the country banks of keepmg part of their reqmred reserves in New 
York, on the assumption that they contmuously could and would have 
loaned all their funds locally if they had been permitted to send only then 
legal reserves to New York It is manifest that the location of the lequired 
reserves agamst obligations that have already been incurred has no bear- 
ing on the problem of expanding loans 

The difference between holdmg reserves locally and m New York m the 
event of an mcreased demand for hand-to-hand currency is not, however, 
qmte so simple If reserves had been held locally, a demand for hand-to- 
hand currency would have required a multiple contraction by the country 
banks to the extent of 85 per cent of the cash withdrawn tunes the recipro- 
cal of the reserve ratio (o 15) , but no contraction by New Y ork would be 
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required, again assuming that m the short run the effects of contraction 
by the country would not be felt by New York When three-fifths of the 
required reserves were sent to New York, a withdrawal of currency from 
the country banks required a multiple contraction by both New York and 
the country, provided the banks of New York loaned to the limit of their 
possibilities at all times In this case the contraction by the country agam 
would be 85 per cent of the amount of currency withdrawn times the re- 
ciprocal of the country reserve ratio, whereas contraction by New York 
would be 75 per cent of three-fifths of the amount of cash withdrawn from 
the country banks times the reciprocal of the New York reserve ratio 
(o 25) Withdrawal of $15 would therefore have required the country to 
contract loans to the extent of $85, and New York to the extent of $27 
Agam it IS to be remembered that I am considering only groups of banks, 
not individual banks 

What of the proposed solutions of the problem? Only a little considera- 
tion makes it evident that the privilege of issumg notes against commemal 
assets, as opposed to other types of assets, would have had no unique sig- 
nificance in providing for elasticity in the sense of changes in the aggregate 
of the currency (notes and deposits) It is a matter of the banks having 
the privilege of issuing notes and/or creating deposits freely against some 
kind of asset — bonds, real estate loans, speculative loans, or what not — 
that IS not unduly limited m quantity and holdings of which can be readily 
increased by the banks, and the maintenance of unused reserves m dull 
seasons It is chimerical to suppose that bankers will maintam these nec- 
essary reserves 

However, even in the absence of unused reserves, the privileges of issu- 
ing notes against some kind of asset not unduly Imiited in amount would 
have provided for an increase in the total volume of the currency if the 
change chanced to be accompanied by a paiticular sort of shift in the ratio 
of deposits to notes If the reserve ratio for notes had been less than for de- 
posits and the demand for an mcrease in the total had been reflected ex- 
clusively in an increased demand for notes, wtth at the same time a de- 
creased demand for deposits, there could have been some increase in the 
total However, under these circumstances and m the absence of a dis- 
couraging tax on note issues, the bankers would surely attempt to mcrease 
the use of notes at the expense of deposits, and if, m the long run, they 
achieved some consideiable degree of success, then even this special case 
of a possibility of an increase m the aggregate of the currency would dis- 
appear 

Provision for an asset currency, with the same reserve ratio required 
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for notes and deposits, would have made possible interconvertibihty of 
these two forms of bank liabilities This was precisely the proposal that 
was made by some men, but there is no evidence that it evei leceived 
serious consideration However, the satisfactory working of this solution 
of the problem might have been prevented if two other recommendations 
had been acted upon, namely, limiting the amount of notes to some per- 
centage of the capital and imposing a tax upon them Whether, in fact 
such provisions would have been restrictive would have depended, of 
course, upon the limit imposed and the level of the tax Neither, however, 
IS well conceived for the purpose proposed, for they would either have had 
no mfluence whatever or they would have interfered with complete mter- 
convertibility, and in no case is it conceivable that these devices could 
have controlled the total quantity of the currency in accordance with any 
desired monetary policy The doctrine that notes require some special 
regulations that aie not applied to deposits can be looked upon only as an 
uncritical acceptance of notions that developed when notes were, in fact, 
the chief bank liability or as a failuie to understand the essential similarity 
of notes and deposits 

The problem of determinmg the possible influence of a tax upon bank- 
note issues IS complicated Let us consider the position of an individual 
bank in a competitive banking system upon which a demand for a given 
amount of hand-to-hand currency is made We shall assume that the bank 
has the privilege of issuing asset notes, but that these notes are subject to 
a tax Manifestly, if leserves are already at the minimum, the bank has 
its choice between issumg notes to the extent of the demand foi cash (pro- 
vidmg the reserve ratio require^ for notes is not above that for deposits) 
or of callmg a sufficient volume of loans to provide itself with the required 
amount of cash in the form of reseive money The relative cost of these 
two piocedures might not determine the choice m the short run, but m the 
long run it undoubtedly would 

We wiU resort to the use of symbols Let 

c, be the amount of cash demanded by depositors, 

L, the amomit of loans that must be called if this pro- 
ceduie is decided upon, 

d, the reserve ratio required for deposits, 
n, the reserve latio required for notes, 

t, the tax rate on the notes, 

„ 1, the rate of mterest obtamed on loans, 

h, the ratio of the minimum balances mamtamed by 
borrowers to the amount of their borrowmgs 
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First, let us considei the loss of income that results from calling loans 
Some cash will be released from reserves by the encashment of the deposits 
This wiU be dc Cash will also be released from the reserves held behind 
the minimum balances of boriowers who are required to pay off loans 
This will be dbL The favorable clearing-house balance resulting from the 
calling of loans will be equal to the difference between the amount of loans 
called and the mmimum balance, or L{i — b) We are assuming that the 
loans will be paid with deposits (rather than with notes) of the contracting 
bank to the extent of eliminating the m inim u m balance The total cash 
made available for paying the depositors will therefore be i(i — Z>) + 
dc+dbL Or L(i — b)+dc+dbL = c From this equation we find that 

c(i-d) 

x-b{i~i) 

Therefore the loss of income fiom callmg loans is 

%c{i — d) 

I - Ki - d) 

Now let us consider the cost of issuing notes If the reserve ratios for 
notes and deposits are the same, this cost will be to, but during this period 
the more usual proposal was that the banks be permitted to issue notes 
with a lower reserve ratio than that required for deposits In fact, the 
usual thing was not to mention reserves, and, inasmuch as no reserves 
were requued for national bank notes, it is reasonable to infer that no re- 
serve was contemplated for the proposed asset notes ** If, then, the reserve 
ratio for notes is less than that for deposits, the shift from deposits to 
notes will create surplus reserves for the banlc, and these can now be used 
for the expansion of loans Therefore, the net cost of issuing notes will be 
the amount of the tax, which is k, mmus the mterest on the new loans now 
made possible Let N be the amount of these new loans and s the amount 
of surplus cash available Then N — bN is the loss of cash through the 
clearmg grouse, s — {N — bN) is what remams of the surplus after the loss 
through the clearing house, and bdN represents the amount of reserves re- 
quired for the remainder of derivative deposits after the loss through the 
clearmg house Therefore bdN = s — {N — bN ) , and from this equation 

From 1874 to 1913 the 5 per cent redemption fund for national bank notes, required to 
be deposited with the Secretary of the Treasury, could be counted as part of the bank’s re- 
quired reserves for deposits (see sec 20 of the Federal Reserve Act) 

It may be objected that some of the checks drawn by the borrower on the derivative 
deposit will be returned to the expandmg bank by the recipients and that therefore the loss 
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we fmd®3 that 

^ 1 — b{j — d) 

But the amount of cash released by the shift from deposits to notes will be 
dc — nc, or c(d — n) Therefore, s = c(d — n) The amount of new loans 
made possible will be 

c{d — n) 

I ~ b(i ~ d) ’ 

and the mterest received on these loans will be 
zc(d —n) 

1 - ^ 

Consequently, the net cost of issuing notes will be 
ic{d - «) 

I - 6(1 - d) 

Therefore, if t were at such a level that 

tc(d — n) «c( I— d) 

I - 6(1 - d) " I - 6(1 - d) ’ 

it would be a matter of indifference to the banker whether the demands of 
depositors were met through calling loans or through issuing notes, except 
that there would presumably be some small direct costs involved m mak- 
ing loans and, in addition, the banker would require compensation for the 
risk assumed in granting loans Fiom this equation we find that 

, - ~ ”) 

' “ I - 6(1 - d) 

If the tax rate, therefore, were at any level significantly less than this 
value for t, there would be no deterrent whatever to the issuance of notes, 

of cash will not be so great as this analysis would indicate To this there are two answers 
(i) Under conditions of atomistic competition such a backflow of checks would be infimtesimal 
m amount (2) If under existing conditions of large and/or few banks in each locahty there is 
such a backflow in significant amount, it can be included m h 

This equation is, of course, the same as that given by C A Phillips m his Banh Credit 
(igao), p 71 Throughout this discussion the assumption is made, unless otherwise indicated 
that the proceeds of loans are taken exclusively in the form of deposit credits One cannot say 
that, m fact, an expansion of loans may not sometimes be accompamed by a dram of cash 
into hand-to-hand circulation, but such a dram is far from certain Moreover, this dram 
would impinge upon the mdividual banks of the system m proportion to their resources, and 
therefore the expanding bank would not find it necessary to take account of any such possi- 
bihty in sigmficant proportions At any rate, no other assumption than the one I am making 
is more plausible, and some assumption must be made 
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but if at this level or higher, depositors would be paid m reserve money and 
notes would never be issued 11 ^ — 6 per cent, b = 20 per cent, n = o, 
and d = 25 per cent, t must be somewW less than 7 per cent to permit 
the issuance of notes At the other extreme, if » = 6 per cent, b = o, n = 
2 5 per cent, and d — 2$ per cent, t must be somewhat less than 4I per cent 
to permit the issuance of notes At precisely how much lower than these 
figures the tax might be fixed and still be restrictive is problematical 
There would be some small direct costs m lending, the banker would have 
to be given some compensation for the risk assumed on loans, he would 
be uncertam as to how much the loss of cash would be and as to how 
soon, or possibly at what rate of interest, he could make new loans 

Moreover, bankers might decide at the time a new tax was imposed, as- 
suming the tax to be at that time close to the maximum figure that would 
permit note issues with profit, either to foUow the practice of issuing notes 
or not to do so, and they probably would continue the practice decided 
upon in the face of minor changes in the rate of interest Finally, it is 
hardly likely that a banker would be aware of the precise figure at which 
note issues would be profitable even though all the factors of cost here 
considered were' known without doubt Nevertheless, these results show 
clearly that a tax at the approximate level of the rulmg rate of interest 
would elimmate all note issues undei most circumstances They also indi- 
cate that most of the proposals for the taxation of notes before 1913 
would, m view of the then current rates of interest, either have had no in- 
fluence on the volume of notes issued or have elunmated them altogether, 
for such proposals weie usually foi rates of 3 per cent or less, or 6 per cent 
or more 

It IS abundantly clear that no legislatively predetermined tax on note 
issues could promote elasticity in the sense of changes m the quantity of 
notes plus deposits, except m the special and, m practice, inconceivable 
case wherein the reserve ratio for notes was less than for deposits and the 
tax rate was too high to permit issues m times of seasonal duhiess, but 
the interest rate rose to such a level at the seasonal peak of transactions as 
to make note-issumg profitable Not only would it be highly improbable 
that the legislature would fix the rate at the precise level required, but 
what was “correct” at one time would be likely soon not to be, and, fur- 
thermore, in a country where there were wide interregional differences m 
mterest rates, what was appropriate m one region would be unsuitable to 
others 

Elasticity in the sense merely of mterconvertibility of notes and de- 
posits would always be present if the reserve ratio for the two were the 
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same and if there were no tax on note issues or if, deposits being taxed, 
notes were taxed at the same rate A tax on note issues would actually de- 
stroy this mterconvertibility unless it were fixed at a lower level than that 
indicated by the expression 

t(i — n) 

I — 6(i — d) 

A legislatively imposed tax on a reserve deficiency, such as was sug- 
gested by Fisher, Sprague, and others, would be as meffective in promot- 
ing elasticity as would a tax on note issues Either the tax would be so high 
as to prohibit resort to the use of a deficiency, oi it would be too low to 
prevent the banks from operating contmuously at less than the required 
reserve ratio, ignormg, of course, the possibility that the banks might 
think the required ratio the minimum consistent with discretion Foi such 
a tax to be effective, it would be necessary that it be varied with circum- 
stances in precisely the same manner as the lediscount rate of a central 
bank Looked at purely from the standpoint of costs to the banker, the 
tax, if at the same level as the rediscount rate, would have exactly the 
same influence as the latter In the one case the deficiency would, in effect, 
furnish a given volume of reserves to be used for the purpose of expansion , 
m the other, the rediscount would serve the same purpose However, one 
cannot be certam that the imponderables of a situation might not cause a 
banker to be either more or less willing to rediscount (resort to a deficien cy) 
than the calculable costs would suggest, nor can one be certam that such 
imponderables would influence the banlcer in the same manner and to the 
same extent, whether he were considering the possibility of a rediscount or 
a resort to a reserve deficiency It is clear that it would be as reasonable for 
the legislature to fix the rediscount rate as to fix the tax on the reserve 
deficiency 

If a legislatively determined tax of a given amount on note issues or on 
a reserve deficiency is not appropriate, it then follows that a graduated or 
progressive tax is likewise not be to defended Those who advocated such 
taxes were trymg to provide means either for preventing an undue issue 
of notes m the first instance or for msurmg the retirement of notes issued 
to meet a temporary demand Their proposals amounted to an attempt to 
determme m advance the rates that a monetary authority (cential bank) 
would have to impose m order to attam these same results Moreover, if 
the temporarily increased demand for loans is the consequence of a crisis, 
a reduction, rather than an mcrease, in the rate is called for 

‘■t Some defense for this statement will be offered below, p 249 
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Finally, one additional brief but emphatic statement in regard to taxes 
on note issues is in ordei These proposals were pomtless, as well as inap- 
propriate, in the absence of some provision whereby a surplus of reserves 
would be available when the time of increased “need” arrived, unless this 
“need” were meiely for mterconvertibility of notes and deposits 

In the foregoing discussion of elasticity, little has been said explicitly 
on the subject of panics Nevertheless, those who desired an asset cur- 
rency typically believed it would help in panics as well as in seasons of a 
high volume of transactions, the question of taxing such a currency, par- 
ticularly the problem of a high versus a low rate, was intimately bound up 
with the consideration of panics, and so likewise were proposals for cen- 
tral banks or rediscounting agencies So much, therefore, of the preceding 
discussion as is concerned with these questions is to be understood as ap- 
plying to this subject There are other aspects of the problem, however, 
which require some comments 

It was held by many writers, m this period as before the Civil War, that 
the banks bring about rising prices and speculation, that for some reason 
reserves aie then depleted or, the reserve ratio being reduced unduly, there 
is a shock to confidence and contraction by the banks follows, and that 
this pioce&s ultimately ends, perhaps not always, but frequently, in panic *5 
Even Laughlm, despite his adherence to the real-bills doctrme, would 
have agreed to this generalized explanation, with the exception, however, 
that he would have clauned that it is “abnormal” credit that causes the 
rismg prices Abnormal credit he defined as credit granted m excess of the 
value of the marketable goods owned by the borrower While it was nearly 
geneial to msist that it is all-important that the volume of notes, and pre- 
sumably deposits, should contract after a panic is over, it was also con- 
tended by a large proportion of writers that, during the panic, expansion 
IS necessary The fact of hoardmg during a panic was frequently com- 

Gamaliel Bradford, “Lombard and Wall Streets,” North Ammcan Renew, CXIX (1874), 
341-43, 345, Henry Bronson, rfe If oweyProWm (1877), pp 12-15, Hadley, 0^ cti,pp 247- 
50, SimonNewcomb, r/ieX B Co/P»»fl«ce (1877), pp 91-92,8 M Ma.cva,M, The Worhins 
Prtncrples of Pohltcal Economy (1890), pp 162-64, E B Andrews, InsHtuies of Economtcs 
(1889), p 146, Perry, 0^ cif,pp 455-57 

The Principles of Money, pp 104-12 

It was not usual to analyze the effects of contraction carefully However, several wnters 
pointed out that some prices are more rigid than others and that, when the price level is falling, 
the lag m the more rigid prices, particularly those entenng into costs, has an adverse effect on 
employment and output None of these men, however, with the possible exception of Daven- 
port, stated the difficulty so well as had Thornton and Marshall (see Bronson, The Money 
Problem Again, p Sg,NeviCOmh, Principles of Political Economy, pp 381-85,! Allen Smith, 
“The Multiple Money Standard,” Annals of the American Academy of Politual and Social 
Science, VH [1896], 177, 225-27, Herbert J Davenport, The Economics of Enterprise [1913], 
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merited upon Taylor noted this fact and contended that the need at such 
times IS an assurance that practically unlimited supplies of currency will 
be foithcoming Conant pointed out that, after a panic has bioken out, 
the demand for money is no longer for the purpose of continuing inflation, 
as he put it, but to offset the drying-up of the usual sources of credit 
Vanderlip emphasized the hoarding of cash by the bankers themselves, 
and although Mitchell did not use this termmology, he did charge that 
the bankers are too timid in using their reserves 

Scott declared that the banlcs are in a dilemma If they expand they 
lose cash, if they contract they mtensify the crisis Lyman J Gage, a 
Chicago bankei and secretary of the Treasury under McKinley, thought 
some rule to secure uniform expansion by the banks was necessary, for, he 
warned, any individual banker who expanded when the general pohcy 
was the contrary “might soon find his reserves transferred to his neigh- 
bor’s vaults ” He also thought larger reserves and repeal of the usury laws 
desirable Atwater suggested that the required reserve be calculated as 
an average over a considerable period of time — a year or six months ’'■* 
Bradford and Burton agreed with Bagehot’s dictum to the efiect that, m a 
panic, loans should be made liberally but at high rates of mteiest Gil- 
man and Conant approved of MacLeod’s “expansive method” of deahng 
with crises And, to reiterate, those who desired an asset currency or 
some means of turning earning assets into reserves were as frequently m- 
terested in expansion during crises as in seasonal elasticity In fact, it was 
one of the shortcommgs of the writers of this period that they usually held 

pp 298-99, Scott, Banking, p 51) Newcomb did not relate tbe lag m prices to costs, and 
Bronson did so only by implication, 01 possibly not at all For a discussion of the literature 
on this subject see Paul Barnett, Bustness Cycle Theory tn the UmtedStates, 1860-1Q00 (1941) 
‘“Burton, Finmctal Crises, p igi, James G Cannon, “Clearing Houses and the Cur- 
rency,” in The Currency Problem and the Present Financial Situation, p 114, John Thompson, 
Proceedings oj the AmericanBankers’ Association 34, Ambler, op cit ,'p ro2, Warburg, 

“A Umted Reserve Bank of the Umted States," Proceedings of the Academy of Political Science, 
I (1910-11), 30S 

“Do We Want an Elastic Currency?” op cit , pp 139-40, 133 

Op cit , n, 415 

Vanderhp, “The Modem Bank,” op cit , p 14, Mitchell, op cit , pp 551-33 

Money and Banking, pp 151, 185-86 

■n Lyman J Gage, Proceedings of the American Bankers’ Association (1884), P 10 
’■1 Op cit , p 22 

” Bradford, “Lombard and Wall Streets,” op cit , pp 348-49, Burton, Financial Crises, p 
262 

Theodore Gilman, A Graded Banking System (1898), p 19, Conant, op cit , EC, 415 



AGITATION FOR BANKING REFORM 247 

I 

that provasion for seasonal elasticity would also constitute suitable pro- 
tection against panics 

This IS not the place for a discussion of the general problem of banking 
policy, but It IS pertinent to say somethmg about the possible means of 
providing for an elastic currency The opinion has already been expressed 
that, in reality, probably all that is needed by way of seasonal elasticity, 
m so far as commodity transactions are concerned, is mterconvertibihty of 
notes and deposits and that this end could be attamed by granting the 
banks the right of issuing notes freely agamst any kind of assets but re- 
quiimg them to maintain the same reserve ratio for the two forms of liabil- 
ities However, if this had been done, the ratio should have been raised, 
at the time of instituting the change, sufficiently to have avoided the pos- 
sibility of inflation 

It may be problematical whether variations in the total quantity of the 
circulatmg medium, corresponding with seasonal changes in the volume 
of transactions m goods and services, is desirable, but no good end could 
be served by>a seasonal rise in interest rates which was due to financial 
transactions, such as dividend and interest payments, tax collections, and 
monthly settlements of accounts In these cases interseasonal shifts would 
mean simply more nearly continuous payments, on a daily or weekly basis 
Such practices would increase costs and have no advantage over present 
methods of settlement Therefore, seasonal variations m the currency for 
the purpose of stabilizing interest rates in the presence of these purely 
financial transactions seem desirable For this purpose or, for that matter, 
if It IS desired, for the purpose of matchmg seasonal variations m commod- 
ity transactions, deliberate variation m the stock of circulatmg medium 
IS required by means either of some such scheme as that proposed by 
Secretary Shaw or of a nonprofit-seekmg ultimate reserve-holding, or 
preferably reserve-creatmg, authority Shaw’s proposal might work well 
for exclusively seasonal changes in the demand for bank loans It is folly 
to expect that (private) bankers could be depended upon to maintam un- 
used or unrequired reserves in sufficient volume to provide for significant 
increases m loans for short periods durmg the year The particular map- 
propriateness of a tax on the note issues of a monetary authority is to be 
emphasized Such an authority is, or at least should be, instituted to con- 
trol the currency without immediate regard to the question of costs, but a 
tax necessarily carries the implication that the taxpayer is primarily con- 
cerned with profits 

Atwater’s suggestion that the required reserve be calculated as an aver- 
age for SIX months or a year would also be of some help in providmg for 
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seasonal elasticity, particularly for the short-period needs of purely finan- 
cial transactions 

Secretary Shaw’s proposal might prevent those panics, or some of them, 
which are the result of the coincidence of seasonal and nonseason al factors 
of stringency in the money market, but it would not be of great help once 
a panic had broken out To re-emphasize, the bankers are a part of the 
community, and they partake of the feelmgs and the fears of the “crowd ” 
Therefore, it is not to be presumed that they would be moved greatly to 
increase their loans by a reduction m the required reserve latio, although 
they might be somewhat moie lenient m the calling of outstanding loans 
Tins statement applies with as much weight to the suggestion that reserves 
be suspended during a panic Moreover, if any given bank were so bold 
as to expand, it would immediately lose cash, without affectmg the total 
situation in any significant degree, and there is no way of obtaining that 
unifoimity of action which Gage so properly held to be a prerequisite to 
expansion by a group of numerous competing banks 

The primary need m dealing with panics is for some nonprofit-seekmg 
holder (or creator) of the ultimate leserves of the system^ such as was 
suggested above However, it is none too clear that such an authority in 
the form of a central bank can be relied upon to be of great help m time of 
crisis The historical evidence is not very certam as to what could be done, 
but It does strongly mdicate that we cannot be assured that the central 
bankers will, in fact, follow the proper policy during a panic One need 
cite only the actions of the Federal Reserve authorities at so lecent a date 
as the autumn of 1931, although it is reasonable to believe that the present 
Federal Reserve Board would act m a more acceptable manner in a similar 
emergency To this criticism it may be answered that liberality in lending 
is aU very well as long as convertibility is not endangered but that, when 
suspension is immment, there is no choice but to contract, unfortunate 
though the effects may be Such a contention would miss the whole mean- 
ing of the “rule” prescribing liberality during a panic This rule, which is 
as nearly “correct” as anything based upon unponderables may be, runs 
to the effect that liberality is the best way, not only of sustaining business 
activity at a critical tune, but of preventmg the suspension itself FoUow- 
mg this maxim does not msure that suspension will not take place, but 
suspension is not the major question On the contrary, the matter of pri- 
mary iifiportance is that of busmess activity Moreover, if this policy 
does fail, those responsible for it may console themselves with the assur- 
ance that a policy of contraction would suiely also have faded 
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History shows as weU as history ever shows anything that a suspension 
IS not so disastrous as it is generally expected to be However, if the busi- 
ness community is convmced that there is danger that such action will be- 
come necessary and also persists in its belief that the effects of its occur- 
rence will be catastrophic, these adverse expectations wiU bimg about a 
serious deterioiation of business conditions Undei such circumstances 
the appropriate action is to suspend payments immediately rather than to 
wait m the hope that the dreaded event can be avoided Prompt action of 
this kind IS vastly preferable to permitting conditions gradually, or per- 
haps not so gradually, to become worse, even though, in the final outcome, 
a suspension might have been found to be unnecessary If we cannot take 
It for granted, beyond any question of doubt whatever, that the central 
banks in a panic will extend ciedit to the utmost extent demanded, with- 
out exhortations to the public that more modest demands upon them may 
be necessary if they are to be able to continue their policy and without 
othei hmt or suggestion that they may be forced to adopt a less liberal 
policy — if we cannot with complete confidence look for this kind of action, 
then the central banks have failed to provide the minimum reason for 
their continued existence 

The contention that in a panic liberality in lending should be accom- 
panied by high rates is not to be approved It is unreal to suppose that 
there is danger of inflation during a panic The need is for a prompt and 
vast increase in the money supply to offset the hoarding that then takes 
place The probability is that at such times, m particular, the demand for 
short-term funds is highly inelastic and that it does not much matter what 
the late is But so far as it does make a difference, the argument is over- 
whelmingly on the side of an immediate and drastic reduction of its rate 
by the central bank Many writers, of course, feared that credit extended 
during a panic would remain outstandmg, if measures were not taJren to 
enforce its retirement, and would later cause mflation This is a possibility 
if the very great extension of credit that is called for takes place, but the 
appropriate time for measures of contraction is at the later date, when 
velocity has begun to rise and the mflationary effects are m immediate 
prospect Bagehot desired the high rate as a means of preventing the ex- 
port of specie, but, regardless of the rate, foreign loans are not likely to be 
made in a market that is in a state of panic 

While It is true that the creation of an elastic currency was the major 
objective of those who were responsible for the Federal Reserve Act, there 
were, nevertheless, other ends that, particularly during the four or five 
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years prior to 1913, came to be looked upon as matters of some impor- 
tance ’’ Some of these other problems have already been referred to in- 
cidentally, but others not at all 

First to be considered is the independent treasury During the i86o’s 
there continued to be some defense of this system Ferris suggested that 
It be divided into two departments, one to manage the business of the 
government, as it had been doing, and another to manage the currency 
The second would have loaned on real estate and made discounts for 
banlcs During the later years of the period, however, opinion seems to 
have been almost unanimously adverse to the independent treasury It 
was charged that when there was a surplus of revenue over expenditures, 
money was “locked up” that was needed by the banks and business and 
that this money was later disbursed when a less amount would be suffi- 
cient The Treasury early developed the practice of using its balances in 
such manner as either not to disturb the market or to come to its relief m 
time of trouble, but these operations of the Secretary were looked upon as 
an evil because of the “arbitrary” interference with the money supply, 
which might be avoided, as it was believed, if the independent treasury 
were abolished 

Next to the inelasticity of the currency the scattering of reserves re- 
ceived most criticism It was believed that if reserves were “mobilized” 
“pooled,” “centralized,” or “co-operatively” controlled, difficult condi- 

” “In its simplest form the currency question of today is merely the problem how to get 
an elastic system of note issues” (Henry Parker Wilhs, “The Status of the Currency Reform 
Movement,” Sound Currency, X [igog], 118) In later years, however, it is doubtful that Wilhs 
would have so narrowly restricted the problem 

Anonymous, “Commerce and Currency of the Umted States,” North American Remew, 
XC (i860), S3, James Gallatin, “Letter to Hon Samuel Hooper,” reprmted from the New 
York Commercial Advertiser, December 20, 1862, p 8 

” John Alexander Ferris, The Financial Economy of the United States Illustrated (1867), 
pp 203, 266-85 

However, Cleveland defended the system as late as 1905 {op cit , p 247) 

81 Wilhs, “The Status of the Currency Reform Movement,” op cit , p 119, Hepburn, 
“Government Currency vs Bank Currency," op cit , p 44, Ely and others, op cit , pp 257-58, 
Burton, Proceedings of the American Bankers' Associaiion (1902), p 174, David Kmley, The 
Independent Treasury of the United States and Its Relation to the Banks of the Country (1910), 

pp 187-97 

8“ For a good bnef history of the Treasury operations and a criticism of the degree to which 
they were extended by Secretary Shaw see A Piatt Andrew, “The Treasury and the Banks 
under Secretary Shaw,” Quarterly Journal of Economics, XXI (1906-7), 519-68 Kinley’s The 
Independent Treasury is a much lengthier work Of less value are Eugene B Patton, “Secre- 
tary Shaw and Precedents as to Treasury Control over the Money Market,” Journal of Politi- 
cal Economy, XV (1907), 65-87, and a senes of papers and a discussion of the subject, by 
Kmley, Gage, Andrew, E W Bemis, Allen R Foote, and Scott, m the Publications of the 
American Economic Association, IX (1908), 199-237 
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tions in the money market could be managed more satisfactorily Cen- 
tralization was, in leality, proposed in part as a device for securmg elas- 
ticity, although usually it was not explicitly recognized as such Warburg 
likened centralized reserves to a tentrahzed water supply for the purpose 
of fighting fires,®'* and George E Roberts compared scattered reserves 
with a defending army that had been broken up into small umts and given 
no common command Nevertheless, with a nice inconsistency, it was as 
frequently charged that the credit of the country was like an inverted 
pyramid resting upon the reserves of New York City, and this condition 
Willis, as an example, called “wholly vicious To say that the reserves 
of the New York City banlcs weie not co-operatively managed would only 
partially absolve these writers of confused thinking 

The mere fact of the centralization of the required reserves of the indi- 
vidual banlcs would not at all mean that the reserves of one bank might be 
used to meet the needs of some other bank In fact, it would make them 
no more so usable than if each bank kept its reserves m its own vaults 
What was really wanted, as some of the writers none too clearly recognized, 
was not a “pooled” reserve but a nonprofit-seeking keeper of a system re- 
serve, as distinguished from the reserves of the individual banks None 
of the proposals for a central reserve (and rediscounting) agency provided 
for co-operatively managed reserves Details were infrequently given, 
but apparently what most writers had in mind was that the mdividual 
banks be required to deposit all or part of their reserves with a central m- 
stitution and then — and this is the important thing which they did not see 
clearly — they would have provided that this central agency itself should 
be a fractional reserve mstitution Their schemes involved an extension of 
the fractional reserve prmciple, therefore, and used the depositing of m- 

*3 Jacob H Hollander, Bank Loans and Stock Exchange Specnlahon (iQii), p 9, Joim 
Perrin, “What la Wrong with Our Banking and Currency System?” op at , p 860, Jenks, 
op at, 111 , 2553, VictOTM.otav/ot!,,EeanngsheforetheSenateCmnmitteeonBanktng andCiir 
rency, IH, 2658, 2664, Hepburn, Eeanngs, House of Representatives, b^ore the Subcommittee 
on Banking and Currency, pp 6, 8, James G Caimon, Hearings before the Senate Committee 
on Banking and Currency, IH, 2162, Warburg, The Discount System in Europe, p 3 

M “A United Reserve Bank of the Umted States,” op cit , p 310 

*5 George E Roberts, “The Necessity for a Central Bank,” Proceedings of the Academy of 
Political Science, I (1910-11), 358 

“ Henry Parker Wilhs, Hearings before the Senate Committee on Banking and Currency, 

in, 3088 

Dunbar described bona fide experiments in co operative management of reserves by the 
New York banks m i860 and 1873, but he pointed out that this poohng was done for the 
purpose of reheving the individual bank from responsibility, preasely m order that it might 
expand its loans to meet the emergency, and he contended that no such pooling of reserves 
could be made permanent for the reason that the individual bank was, m fact, thereby made 
irresponsible (The Theory and History of Banking, pp 78-94) 
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dividual leserves with the central institution as a means of creatmg the 
system reserve which they really wanted This was not the only means 
available for acquiring the necessary reserves by the central bank Stock 
sufficient for the purpose might have been sold, and the individual banks 
have been required to keep their reserves in their own vaults This pro- 
cedure, however, would have been deflationary unless the required ratios 
for the banlcs had been reduced Their problem was, in fact, that of finding 
a means of obtaining a system reserve without inflictmg deflation on the 
country I am not so much criticizing their proposals as their failure to un- 
derstand clearly what it was they were proposing 

Theie was less demand for the creation of a discount market than for 
centralization of reserves, and yet the former received some attention 
What was desired was some such market for commercial paper as the Lon- 
don bill market Perhaps the chief reason given for the need of such a mar- 
ket was that in its absence the banks made speculative call loans in New 
York to an undesirable extent If there weie a bill market, it was con- 
tended that such loans would not be made but that, instead, any tempo- 
rary surplus of funds and secondary reserves would be invested in com- 
mercial paper It was also clamied that a discount market would facili- 
tate international lending, thus steadying rates, and that it would be an 
aid in the pi emotion of foreign trade 

Warburg was the most insistent promoter of the idea that a discount 
market was needed He did not, as was usual with advocates of the real 
bills doctrine, contend that commercial papei is self-liquidating, but, 
rather, he argued that a discount market was necessary in order that it 
might be liquid He then pointed out very cogently that a central bank is 
essential to the satisfactory functioning of a discount market and that 
elasticity is dependent upon both In other words, he held that elasticity, 
a discount maiket, and a central bank are inextricably bound together 
The discount market was desirable not only as a means of making com- 
mercial paper liquid but in order that the country might borrow from 
abroad more easily in time of need 

The chief reasons why a central mstitution of some kmd was desired 
have been indicated at vaiious places in the preceding discussion It re- 
mains chiefly to say something about the nature of the institution that 
was proposed To some writers the issuance of clearing-house certificates 

Hollander, op mt , pp 14-16, 25-26, Morawetz, Hearings before the Senate Committee 
on Banking and Currency, HI, 2658 

89 Lawrence Merton Jacobs, Bank Acceptances (1910), pp 6-12 

9“ The Discount System in Europe, passim, and the Hearings, House of Representatives, 
Subcommittee on Banking and Currency, pp 62-63, 7®, 78 
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(not clearing-house loan certificates) during the panics of 1893 and 1907 
seemed to point the way to reform They asked, therefore, that clearing 
houses be incorporated and that substantially their past practices in issu- 
ing these certificates be legalized Usually, however, it was merely stated 
that a central bank was desirable, without givmg particulars, except that 
it was generally either assumed or stated that it should be given the privi- 
lege of issmng notes Frequently it was asserted that the central bank 
should have a monopoly of the issue privilege 
The fact that central banks were primarily thought of as bankers’ 
banks, as aids to the banks m emergencies rather than as monetary au- 
thorities which should determme their actions in the light of what was 
deemed to be a desirable monetary policy is well mdicated by the state- 
ment sometimes encountered to the effect that any central bank estab- 
lished in the United States should be relatively small or that it should not 
have the wide powers of correspondmg banks in Europe Warbuig even 
objected to caUmg such an mstitution as he desired a “central bank” ,"5 
and Sprague, exceptionally, thought the primary business of the bank 
should be that of clearmg checks This same emphasis is shown by the 
frequent statements that any central bank m the United States should 
deal only with banks and not at all with the public ” Senator Aldrich ex- 

Gilman, A Graded Banking System, pp xi, s, 45, 172-74, wd Federal Clearing Bouses, 
pp 18-21, Cannon, “Clearing Houses and the Currency,” 0^ , pp 115-16, David Kinley, 

“The Relation of the United States Treasury to the Money Market,” PuUtcaiions of the Ameri- 
can Economic Association, IX (1908), 209-11 Laughhn suggested that the needed institutions 
might be built up out of the clearing houses but would not have been content with a mere 
incorporation of the easting institutions (“Bank Notes and Lending Power,” op cit , p 268) 
Edward Atkmson, Proceedings of the American Bankers' Association (1888), pp 41-42, 
E W Kemmerer, “Amencan Banks in Times of Crisis under the National Banking System,” 
Proceedings of the Academy of Pohhcal Science, I (1910-11), 250-52, Scott, “Investment vs 
commercial banking,” op cit , p 85, Muhleman, op cit , pp 203-4 

” Bradford, “Lombard and Wall Streets," op cit , p 336, Rhodes, op cit , p 66, 
Henry Rogers Seager, Principles of Economics (1913), pp 360-61, Vanderhp, “The Modern 
Bank,” op cit , p 18, Hepburn, Bearings, Bouse of Representatives, Sulcommittee on Banking 
and Currency, p 17 

S'! Laughlm, "Bank Notes and Lendmg Power,” op cit , p 268, Wilhs, Bearings before the 
Senate Committee on Banking and Currency, HI, 3052 

’s Bearings, Bouse of Representatives, Subcommittee on Banking and Currency, pp 68-70 
s'* Banking Reform, pp 49, 149, 155-64 While other writers considered the rediscount func- 
tions of the central bank as the matter of first importance, they were, nevertheless, in agree- 
ment with Sprague m thinking that an improved system of clearmg (iecks was one of the most 
needed reforms Most of them probably would have agreed that an adequate clearmg system 
was the improvement next m importance after elasticity and centralization of reserves, if we 
assume that the latter includes the idea of a rediscount agency 

21 Kemmerer, “American Banks in Times of Crisis under the National Banking System,” 
op cit , I (1910-11), 250, Rhodes, op cit , p 66, Arthur Reynolds, “Centralization of Banking 
and Mobilization of Reserves,” Proceedings of the Academy of Political Science, IV (1913-14), 
121, Report by the Special Committee of the Chamber of Commerce of the State of New York 
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plained that the National Reserve Association sponsored by the National 
Monetary Commission, of which he was chairman, was to be permitted to 
do busmess only with banks, in order that it might escape the charge of 
favoritism that had been made against the Second Bank of the United 
States However, Irving T Bush, chairman of the Cuirency Committee of 
the Merchants’ Association of New York, stated that his committee had 
discovered that one of a number of objections to a central bank was the 
fear on the part of the bankers that it would become a competitor, and 
consequently they proposed a bank that would not have the privilege of 
dealmg with the public Warburg made the same pomt ®® 

Even though central banks were thought of as bankers’ banks, they 
were not proposed for the purpose of inci easing the profits of the member- 
banks Their purpose was considered to be a public one, even though it 
was not that of providing some consistent monetary policy The comment 
was frequently made that they should not be run for profit As we have 
seen, a central bank was deemed to be desirable primarily for the purpose 
of furnishing a rediscount agency for the member-banks However, it was 
also occasionally suggested that some such central authority was essential 
m order to prevent mflation or speculation, particularly it an asset cui- 
rency were introduced A number of writers referred to the possibility 
of protecting the national gold reserve by a central bank, but without 
stating definitely whether they thought such a bank desirable m the 
United States Others, however, mdicated that this was one of the rea- 
sons for desirmg an American mstitution of this kind 

(1906), p 9 This committee was composed of the following men John Claflm, chairman, 
Frank A Vanderhp, vice chairman, Isidor Straus, Dumont Clark, Charles A Conant, and 
Joseph French Johnson, secretary 

Irving T Bush, Proceedmgs of the Ainertcan Bankers^ Association (1910), pp 225-26 
Hearings, House of Representatives, Subcommittee on Banking and Currency, p 70 
I”” Hepburn, Heanngj, House of Representatives, Subcommittee on Banking and. Currency, p 8, 
Morawetz, Hearings before the Senate Committee on Banking and Currency, HI, 2639, Wilhs, 
Hearings before the Senate Committee on Banking and Currency, III, 3038, Jacobs, op at , p 19, 
Kemmerer, “Amencan Banks m Times of Crisis under the National Banking System,” op at , 
p 251, Reynolds, “Centralization of Banking and Mobihzation of Reserves,”!)^ «/,p 121 
Rhodes, 0^1 Ml,p 69, Andrew, “The Crux of the Currency Question,” 0^ «i,pp 615- 
16, Irving T Bush, “The Busmess Man’s View of Cuirency Reform,” Proceedings of the 
Academy of Political Science, I (1910-11), 232, Morawetz, “The Banking and Currency Prob 
lem and Its Solution,” op at , p 343, Rejmolds, “Centralization of Bankmg and Mobiliza- 
tion of Reserves,” op at ,'p 1 21 

““Gage, op CT/,p 9,W Aldnch, op at ,pp 94-95, Fiske, op «i,p 283, Taussig, op at, 
I, 368, Irvmg Fisher, The Rate of Interest (1907), p 32a 

“3 Bush, Proceedings of the American Bankers’ Association (1910), pp 226-27, Warburg, 
The Discount System in Europe, pp 17, 37, N W Aldrich, op at , p 79, Conant, Hearings 
before the Senate Committee on Banking and Currency, II, 1380, 1384 



AGITATION FOR BANKING REFORM 


!SS 


In matters of banking theory there is little evidence of mterchange of 
ideas between the United States and Great Britain between the years i860 
and 1913, although it probably is true that there was more knowledge of 
current English literature on the part of Americans than their infrequent 
references to British writers indicated In each country discussion was 
centered in certain pioblems that grew out of the banking legislation that 
was in effect, and consequently the questions that were discussed tended 
to be different At any rate, references, m the majority of cases, were to 
British writers of the first half of the nmeteenth century 
Bimetallism and seasonal elasticity are unpromising fields for significant 
monetaiy studies, and yet a large proportion of the attention devoted to 
monetary matters was directed to these questions The supposed need for 
an elastic currency became an obsession with a large proportion of writers 
In so far as this was a matter of banking policy during panics, it was im- 
portant, but the effort put mto the consideration of seasonal elasticity 
might have been more fruitful if otherwise spent Moreover, even the 
literature on panics provided little, if any, advancement of knowledge It 
seems unfortunate that legislation could not have come sooner, merely m 
order that men might have turned their attention to other matters 
The attitude toward bankmg had greatly changed smce the pre-Civil 
War period Whereas formerly there had been a strong tendency to look 
upon the banlv.s as ess^tially undesirable, and certainly not indispensable, 
theie now had developed an underlying belief, usually not explicitly stated, 
that the banks are fundamentally necessary and beneficent institutions 
It was thought desirable, to be sure, to make some slight changes in the 
laws governmg banks, but nothing beyond this was suggested as con- 
ceivable A completely convincing explanation for this change in attitude 
does not readily suggest itself Experience with banks was considerably 
better, but still not so satisfactory as to cause such a complete reversal of 
opimon Perhaps it was largely a matter of accepting institutions to which 
by now men had long been accustomed 

One of the striking attitudes of this period, although it was not unani- 
mously held, was the fear of “arbitrary” mterference with the supply of 
circulating medium by the government One can hardly disagree with ob- 
jections to “arbitral y” control, but one may not so readily agree with the 
implication that all governmental “mterference” would, in fact, be arbi- 
trary As we have seen, there was much objection even to the attempts of 
the Secretary of the Treasury to come to the aid of the money market with 
such means as were at his disposal, although it probably would have been 
conceded that under existing legislation this was not reasonably avoidable 
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To one who is not a convert to this dread of governmental “mterfer- 
ence” or, more precisely, to one who sees no satisfactory alternative to, 
and in reality no way of avoiding, a reliance upon governmental manage- 
ment of the currency (preferably nondiscietionary except as to minor mat- 
ters), it IS interesting to speculate as to the reasons for this attitude For 
one thing, few writers on bankmg theory have given any consideration to 
the question of whether the governmental relationship to the money sup- 
ply “should” be, consistently with an economy of free enterprise, sub- 
stantially the same as its lelationship to private industry The “right” 
answer to this question has probably been obscured by the fact that the 
banks, m practice the chief creators of money, are private enterprises 
Therefore, there has often been a failure to recognize that one of the major 
prerequisites to a satisfactorily functionmg economy of free enterprise is 
a definite monetary policy that is imposed upon the system independently 
of the autonomous functioning of the system itself and as one of the given 
conditions upon which the activities of its members shall be based 

A second probable explanation is that all too frequently governments 
have been responsible for gross mismanagement of the currency One 
would be going far out of his way to seek trouble if he were to deny this 
fact Nevertheless, one may at least point out the piobability that the 
cause-and-effect relationship runs in both directions Mismanagement 
has in part — but only in part — ^been the consequence of failure to acknowl- 
edge the responsibility of the govermnent for the supply of the ciiculatmg 
medium and of failure to ask that it operate in the light of that respon- 
sibihty 



CHAPTER XIII 


A BRIEF SURVEY OF BANKING 
LITERATURE SINGE 1913 

I N THE literature of recent years that pertains to banking, we find, 
for the most part, either that older ideas are merely reiterated or 
that such developments as there have been are an mcidental part of 
broader aspects of monetary theory On the one hand, we have a discour- 
aging persistence of the real-bills doctrine and, on the other, such new or 
newly rediscovered theories as that of forced saving and those which sup- 
port the contention that a central bank, by control of the rate of interest, 
can either maintam, or do much to mamtam, the rate of mvestment at 
such a level as to avoid unemployment To follow the first of these two 
strands of theory in any detail would require a tedious reiteration of much 
that has already suffered from repetition, while to present the real devel- 
opments of recent years would require an excursion into monetary theory 
which IS beyond the scope of the present work The present chapter, there- 
fore, will be relatively brief 

In regard to what constitutes money there has been progress smce 
1913 , so much, in fact, that we may now say that the advance guard has 
caught up with Thornton! Economists are m a fan way to come to sub- 
stantial agreement to the effect that anythmg which may be substituted 
for cash m “cash” balances has in some degree the qualities of money, 
that assets which may satisfactorily be so used, therefore, mfluence the 
velocity of circulation of hand-to-hand currency and deposits, and that, 
consequently, these near-moneys raise prices even though they may not 
actually circulate as a means of payment 
The fact that the banks “create” money when they acquire earnmg 
assets has been conceded almost, but not quite, unammously in recent 
years There is nearly as close an approach to imanmuty in regard to the 
manner m which the system operates to expand or contract the money 
supply and as to the extent to which expansion may be carried For this 
state of affairs much credit is due PhiUips ’ While it is true, as we have 

' For contentions to the effect that the banks cannot create deposits m the above manner 
see Edwin Cannan, “The Meaning of Bank Deposits,” Economtca, I (1921), 28-36, and Money 
(Sthed , 1926), pp 79-85, Walter Leaf, Bonding (192?), pp 101-4,133-34 I infer that T E 
Gregory would also object (see London Essays tn Economics In Honour of Edwin Cumnan, ed 
T E Gregory and Hugh Dalton [1927], pp 54-59) ’ 

= C A Philhps, Bank Credit (igio), chap m 
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seen, that the essentials of the process were accurately and clearly depicted 
by a number of writers before Phillfps, it is nevertheless also true that it 
has been the latter who has brought about substantial agreement m re- 
gard to this matter * 

The proportion of writers who hold that the banks should be restricted 
to “self-hquidatmg,” or short-term commercial, loans has perhaps de- 
clmed, but nevertheless the believers m this doctrme are, in all probability, 
still m the majority One is very likely to find this opinion in recent Ameri- 
can textbooks and m the writmgs of former students of H Parker WiUis 
In the last few years it has come to be known by the term “qualitative” 
control of credit, as opposed to “quantitative” control ^ That the volume 
of credit can be properly restricted by means of “qualitative” control is 
not always specifically claimed, but it is usually implied by these writers 
that at least some attention must be given to this aspect of the problem 
of credit control if success is to be achieved There are those, however, who 
definitely make the claim that the quantity of bank money can be ade- 
quately controlled in this way ® 

Ralph West Robey has presented an mgenious elaboration of the real- 
biUs doctrme, particularly of its limitational aspects He asserts that all 
economic goods, as well as credit, constitute purchasmg-power He dis- 
tinguishes, therefore, between the “mtrmsic” purchasmg-power of goods 
and the “extrinsic” purchasmg-power of credit The latter can be in- 
creased m amount only if it can be created mdependently of goods This 
cannot be done, it is contended, if either the boriower or the lender has 
economic goods equal m value to the amount of the loan 

Robey contends that only the government and commercial banks have 
the power of creatmg and transferrmg extrinsic purchasmg-power Others 

i In addition to PMlips, perhaps the two following references should be given W F 
Cnck, “The Genesis of Baii. deposits,” Economtca, VII (,1927), 191-202, James W Angell 
and Karel F Ficek, “The Expansion of Bank Credit,” Journal of Pohhcal Economy, XLI 
(1933). i-32j 132-93 

< Charles L Prather, Money and Banking (rev ed , 1940), p 409, William H Sterner, 
Money and Banking (1933), pp 842, 854, Ray B Westerfield, Money, Credit, and Banking 
(1938)1 P 397 1 William E Dunkman, Qualitative Credit Control (1933), passim, Benjamin H 
Beckhart, “Monetary Pohcy and Commeraal Bank Portfohos," American Economic Reneiv, 
XXX, Suppl (1940), 17-26, James G Smith, “Quantitative Versus Quahtative Control of 
Money and Credit,” Peoples Money, I (1933), 215-17, 229 

s Fredenck A Bradford, Money (m the one-volume edition of Money and Banking [1934]), 
pp 226-30, 371 , Dunkman, op cit , pp 277-fe, 291-93, Smith, “Quantitative versus Quahta- 
tive Control of Money and Credit,” op at ,p 215, Tenth Annual Report of the Federal Re- 
serve Board (1923), p 34, H Parker WilUs, The Theory and Practice of Central Banking (1936), 
pp 302-3, Roy L Gsxis, Principles of Money, Credit and Banking 136-38 Cans, 

howevei, qualifies his approval with the foUowmg statement “The arguments m favor of the 
bankmg pnnaple are incontestable m theory but dangerous when applied m actual practice ” 
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can transfer only intrinsic purchasing-power in their lending operations, 
and they therefore do not affect the total volume of purchasmg-power 
Moreover, the banks do not increase the purchasmg-power of the com- 
munity when they lend the capital funds of the mstitution or savings de- 
posited with them, m which he mdudes all primary deposits When a 
bank lends m excess of these amounts, it creates transferable extrmsic 
purchasmg-power, which he designates as “fiat” purchasmg-power ^ Here- 
in lies an old and fatal error The lendmg of funds received from primary 
deposits mevitably increases the quantity of purchasmg-power This is so, 
regardless of the form in which the proceeds of the loan are taken If they 
are taken in the form of coin, the amount of com so passed back mto cir- 
culation must be added to the amount of circulatmg medium, smce both 
the depositor and the borrower who took com have full use of their funds 
Manifestly, the same is true if the proceeds are taken m the form of a de- 
posit credit The only difference between the two cases lies m the fact that 
if com is taken, the bank will reach the limit of a safe or lequired reserve 
ratio more quickly The conclusive evidence that the banks have m- 
creased the volume of circulatmg medium lies m the fact that they oper- 
ate with fractional reserves against obhgations which themselves serve as 
a means of payment 

Even though, as he contends, a bank does not increase the volume of 
purchasmg-power m makmg a loan to one who possesses consumers’ goods 
which he expects to consume himself, Robey states that the quality of the 
purchasmg-power is changed so much as to amount to an increase m its 
quantity — this for the reason that the goods will not enter mto further 
transactions If loans are made to those who are engaged in the production 
and distribution of goods, this change m quality wfil be of less significance 
Loans based on claims to goods or income change the quality of existmg 
extrmsic purchasmg-power, and those based on the anticipation of mcome 
mcrease the quantity ’’ 

Smce some types of loans, as Robey believes, change the quantity of 
purchasmg-power, while others change its quality m varymg degrees and 
s till others have no effect on either quantity or quality, it is contended 
that only qualitative control of bank lendmg will achieve satisfactory re- 
sults He declares that more mformation is needed before we can institute 
an ideal system of qualitative control, but, meanwhile, restricting the 
banks to the makmg of “self-liquidating” commercial loans “would afford 

* Ralpli W Robey, Purchasing Power An Introduction to Qualitative Credit Control Based on 
the Theories of Stephen A Colwell (1938), pp 107-20 

ilbid,pp 122-39 
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society a degree of protection against recurrent credit crises that is not 
possible under any plan of quantitative regulation and management of 
the credit system ” He asserts that contmuous and automatic testmg of 
such loans results from the nature of the underlymg transaction and that, 
consequently, any excessive lendmg wiU be quickly discovered and cor- 
rected 

That all forms of wealth have monetary significance is an important 
fact, but Robey has made bad use of a good idea Smce any economic good 
can be turned into cash, its possession reduces to some extent the size of 
the cash balance which the owner desires to maintam and therefore in- 
creases the velocity of the circulation of money To be sure, this increase 
of velocity will be significant in extent only if the economic good held is 
highly hquid However, regardless of the degree of liquidity, none of these 
goods other than hand-to-hand currency and deposits serve as an actual 
means of payment, and they are not, therefore, purchasing-power The 
extension of credit by others than bankers has little monetary significance 
unless the credit instrument thereby created is highly liquid 

The argument, to this pomt, is remotely similar to that of Robey The 
difference arises when we mtroduce the banks Lendmg by the banks adds 
to the stock of money, whether or not the borrower possesses an economic 
good This is so because the obligations of the bank, thus increased, them- 
selves serve as money Moreover, as I attempted to show in chapter iii (pp 
30-38), the restriction of the banks to the financing of so-called self- 
hquidating commercial transactions will not msure that this increase m 
the stock of money will not be excessive 

The real-biUs doctrme has been as mfrequently attacked m recent years 
as formerly, although, agam as before, many writers have clearly had no 
faith in it but have failed to state their opposition explicitly Among those 
who have done so, the analysis of D H Robertson merits consideration 
He assumes that some proportion (a) of the deposits of the banks can be 
said to have been “crystallized” in the form of circulatmg capital, and that 
some proportion (&) of the circulatmg capital of the community has been 
built up by means of loans from the banks The real value of both the ag- 
gregate deposits of the banks and the cuculating capital (C) can be related 
to the real mcome (R) Let K be the proportion of income, command over 
which the commumty desires to keep m the form of deposits, and D the 
proportion of a year that is covered by a period of production Assume, 
further, that the rate at which material goes through the process of pro- 
duction IS constant Then 


aKR = bC , 
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and 


C = \DR, 


therefore 


aK = \hD 


Robertson concludes, therefore, that if the trader raises more than the 
proportion h of his circulating capital by means of bank loans, equilibrium 
will be upset ® 

The equation aKR = bC is spurious, for it is not true that any particu- 
lar kind or portion of capital has been built up by an equal amount of bank 
loans Suppose, for example, that at a tune of full employment there is 
introduced into an economy a fractional reserve bankmg system All prices 
would rise, but there would need be no increase in the quantity of capital 
Would there then be any significance m associating the circulating capital 
of the community with bank loans that had been made? 

To be sure, some fi action or multiple of the aggregate amount of circu- 
lating capital wiU be equal in value to the amount of money under condi- 
tions of monetary equilibrium If bank money is inconvertible and if its 
amount is determmed by the value of this fraction or multiple, equilibrium 
will result, otherwise it will not But, similarly, there is some fraction or 
multiple of any economic entity which will be equal to the amount of 
money under conditions of equilibrium * 

Nevertheless, Robertson’s conclusion to the effect that the real bills 
doctrme is unsound is correct Particularly cogent are his objection to the 
notion “that every batch of goods is entitled to be born with a monetary 
label of equivalent value round its neck, and to carry it round its neck un- 

® D H Robertson, Money (rev Amer ed , 1929), pp 108-16, 197 (Eng ed ), pp 99-107, 
1S2 It should also be noted that Robertson’s sausage machine example (p 112) is not accu- 
rate Elgm Hunt has pointed out to me that if the sausages in process are to have, on the aver 
age, one half the value of the fimshed product, the material as it enters the machine must be 
without value If, for example, the value of the raw matenal for a sausage were $i 00 and that 
of a fimshed sausage were $2 00, the average value of sausages m process would be $i 50, not 
the $i 00 that Robertson would attnbute to them Since a value of zero is impossible for the 
material, the question arises as to where the "period of production” should be started Should 
it be with the production of the animals from which the meat is made? But, even so, we do 
not arnve at a point in the process which can be labeled as the begmmng except m some very- 
arbitrary sense Should we begin -with the production of the eqmpment used by the farmer? 
If so, then surely the sausage machmes themselves should be considered, and so on indefimtely 
However, if the concept of a period of production is extended in this manner, the distinction 
between fixed and working capital breaks down completely All capital becomes circulatmg 
capital It IS doubtful that this concept can be usefuUy employed m this connection I should 
add that I have found Robertson’s statement of his objection to the real-bills doctnne, par- 
ticularly the explanation of the “foui crucial fractions” (o, K, b and D), extremely difiScult, 
and I am not at all sure that I may not have nusinterpreted him to greater or less extent 

’ See above, chap m, pp 30-34 
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til it dies”^" and his comment that the money is, m fact, “very much un- 
tied and ‘runs about the city ’ 

While Lord Keynes has not explicitly criticized the real-bills doctrine, 
it is nevertheless clear that he has no faith in it He has strongly urged 
that the central bank should be ready to deal in debts of all maturities 
rather than confine itself to those of short term This is rank heresy to any 
believer in the real-bdls doctrine If the central bank operated in this man- 
ner, he believes, the complex of mterest rates could be diiectly affected, 
whereas under existmg practices the price of long-term debts is left to be 
“influenced by belated and impeifect reactions from the price of short- 
term debts 

Whether or not one agrees with Lord Keynes with respect to the im- 
portance of deliberate mampulation of the rate of interest as a means of 
maintaming employment — and I do not — ^his position on the subject of 
open-market dealmgs by the central bank is sound It is soimd (i) because 
short-term debt should be eliminated in any case and (2) because, to the 
mmor extent that manipulation of the rate of interest can be relied upon 
for mamtaining emplojonent, it is the long-term rate that is of significance 
A more useful regulation than that proposed by Lord Keynes would be to 
restrict the banks to dealing in long-term debts alone 

In much the same manner as before 1913, numerous American writers 
contend that an elastic currency is required and that the necessary varia- 
tions will be effected “automatically” in response to the changing needs of 
trade, if only the banks are restricted to loans for commercial purposes 
The attention given to the problem of liquidity has greatly increased 
smce 1929, and the doctrme that a bank should confine its earning assets 
to commercial loans, in order that it may be m a liquid position, is mam- 
tamed by a very large proportion of writers It is usually not more than 

D H 'B.ohtxtma, Essays tn Monetary Theory 54 

" Money (Amer ed ), p in (Eng ed), p 102 For other criticisms see Lauchlin Curne, 
The Supply and Control of MoTiey m the Untied Stales pp 35-36,8 E Harris, “The 

Commeraanheory oi Credit,” Journal of Pohhcal Economy, XliIV (ig36),99,R G Hawtrey, 
“The Tenth Annual Report of the Federal Reserve Board,” Economic Journal, XXXIV 
(1924), 286 Westerfleld hkewise criticizes the theory, but nevertheless seems not to beheve it 
entirely devoid of significance (op ctt , pp 198, 207-8, 596-97) 

'“J M Kayaa?,, The General Theory of Employment, Interest and Money (i<jiC},p 206 
« Gans, op ctt , pp 14S-49, Bradford, op ctt , pp 65-71, George W Edwards, Pnnctples of 
Banking and Finance (1932), pp 262-63, 294-96, John Thom Holdsworth, Money and Bank- 
ing (6th ed , 1937), pp 87-90, 572-77. Russell Donald Kilbome, Principles of Money and 
Banking (3d ed , 1932), pp 87-89, 445 

Louis A Rufener, Money and Banking in the United Stales (1934), pp 232-33, 
302-3, Rilbome, op ctl , p 305, Prather, op ctt , pp 413, 435, F Cynl James, The 
Economics of Money, Credit and Banking (2d ed , 1935), pp 113-16, 499-502, George WiUiam 
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implied that the liquidation of loans other than commercial will bring 
about deflationary results, whereas payment of “seU-hquidatmg” loans 
will not have this consequence Beckhart, however, makes this point of 
view explicit and emphasizes it by adding that “the reduction of self- 
liquidatmg assets is the result of a busmess decline rather than the cause 
There is an element of truth in this contention, for undoubtedly the causal 
relationship runs m both directions, but from the standpoint of public 
policy the reverse of Beckhart’s statement is the thing of importance 

One of the most uncompromismg defenses of “self-liquidating” paper 
as the only means of mamtaimng the liquidity of the banks is that by Miss 
Whitney She objects that the banks have relied on the “shiftabihty” 
principle of liquidity She concedes that, for the mdmdual bank, shiftable 
assets are liquid, but she asserts that they are not for the bankmg system 
As one might expect, therefore, she contends that the reduction in the ag- 
gregate volume of commercial loans which comes with a declme in trans- 
actions “attests to their essential liquidity,” but she gives no hmt that 
liquidation of these loans might be a factor m causing or aggravating the 
dedine in transactions The truth is that there is no banking asset which 
is liquid in the sense that the aggregate amount of this asset can be greatly 
contracted without deletenous effects on the volume of output Only the 
existence of a central monetary agency that is willmg and able to increase 
its holdings of a given asset by large amounts will make that asset hquid 
for the bankmg system 

Miss Whitney asserts that, in consequence of the increased ratio of 
holdmgs of government securities to deposits in the member-banks durmg 
the early thirties, “the Reserve banks had to hold sufficient liquid reserves 
in gold or in short term commercial paper to meet any increased demand 
which might arise due to the high deposit habflities of banks ” This is one 
of the grosser bhmders of the defenders of the real-biUs doctrme Only cash 
IS liquid for a central bank m time of a general increase m the demand for 
cash The liquidation of earnmg assets by a central bank at such a tune 
would merely serve to withdraw cash from the public with one action m 
order to return it with another To be sure, a central bank needs salable 

Downe, Money md'Ban'kvng (1936), pp 124, 140-41, Bradford, Banking (m Money and Bank- 
PP 129-30, Willis, op at, pp 163-64, Frederick Craufurd Goodenough, Mmutes of 
Emdence Taken Before the Committee on Finance and Industry (the Macmillan Committee) 
(1931), Questions 485-86, 517-19, 585-86, Leaf, op cit , pp 155-58 

IS “Monetary PoUcy and Commercial Bank Porttohos,” op at , p 22 

I* Carohne Whitney, Experiments in Credit Control The Federal Reserve System (1934), pp 
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assets in order to be m a position to withdraw cash from circulation if mone- 
tary policy calls for such action, but this is precisely the opposite of what 
the proponents of the real-biUs doctrine have m mmd when they refer to 
the need of liquidity on the part of a central banlc. 

Consistently with the point of view of the proponents of the real-bills 
doctrine, Miss Whitney asserts that it is only because the member-banks 
are not limited to the making of “liquid” loans that the Reserve System 
has had to resort to credit control She contends that “following the state 
of trade as a guide to credit policies and using these policies to aid business 
has resulted in confusion” on the part of the Federal Reserve System 
This policy, she states, means that action is taken only after the damage 
has been done, whereas, if the banks are restricted to the makmg of “liq- 
uid” loans, “automatic control will be remstated ” It is unquestionably 
true that there has been a great deal of confusion in the Federal Reserve 
System, but this state of affairs is very largely due to the fact that many 
of the officials of the System have been adherents, m some measure, of the 
confusions which Miss Whitney so stoutly defends 

The extent of the belief that the banks may properly make only short- 
term commercial loans cannot better be indicated than by reference to the 
fact that, when the proposed Act of 1935 was before Congress, the Econo- 
mists’ National Committee on Monetary Policy submitted a protest 
against the contemplated liberalization of the rediscount provisions of the 
Federal Reserve Act This memorandum was signed by sixty-nine Ameri- 
can economists, although seven of them signed with reservations They 
objected on grounds not only of liquidity but also of elasticity and limita- 
tion of the currency 

However, this doctrme has been attacked, and from several pomts of 
view First, it has been demed that “self-liquidating” loans can, m fact, be 
liquidated m any considerable amounts without rumous consequences for 
busmess activity, and it has been claimed that, in practice, bankers look 

Some of the relevant statements m this protest run as follows “The proposal to repeal 
the reqmrements with respect to commercial paper collateral for Federal Reserve notes is 
unsound It wiU enable the Federal Reserve banks to issue legal tender notes against frozen 
or lUiquid assets admitted under the tolerance or pohaes of a pohtically-controlied Federal 
Reserve Board, and will destroy the prospect of restormg the so called ‘elastic’ characteristics 
of these notes — a feature whidh finanaal leaders have striven to obtam for nearly fifty years 

The proposal to make ‘any sound asset’ of a member bank ehgible for discount at a Feder- 
al Reserve bank opens the way to convertmg what should be a commeraal banking system 
into an ilhqmd noncommercial system The supply of noncommeraal paper ehgible for re- 
discount should be further restricted, not enlarged” (Econonusts’ National Committee on 
Monetary Pohcy, Banking Act of xgss Bearings before the Committee on Banking and Cur- 
rency, Bouse of Representatives, p 761) 
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upon these (customer) loans as among the least liquid of their assets 
These criticisms alone should quite effectively dispose of the doctrme, 
but, in addition, it has been pointed out that any individual bank is m a 
liquid condition if only it has assets, regardless of their nature, which can 
readily be sold This doctrine is now frequently referred to as the “shift- 
ability” theory of liquidity It is, m reality, not new, but it has been more 
sharply distinguished than formerly from the notion that liqmdity is a 
consequence of the possession of self-liquidating loans, and it has, of course, 
received much more emphasis than m the past The conclusion is that, in 
the absence of a central bank, nothing is liquid /or the system except at the 
expense of an adverse effect upon business conditions and that, if there is 
a central bank, anything wdl be liquid which it is willing and able to pur- 
chase or accept as collateral 

A pomt of view which is novel, so far as I am aware, has been presented 
by Melchior Palyi He contends that a banking structure which is liquid, 
in the sense that the banks hold only commercial loans, will never find it 
necessary to liquidate Undoubtedly, if it were manifest that all banks 
were completely liquid, no demands would be made upon them which 
would require that they liquidate as a group , but it is not evident how 
this fortunate condition could be achieved merely by means of restricting 
earning assets to commercial loans 

The theoretical position of the Federal Reserve Board is of more than 
incidental mterest The Board has at all times shown a considerable 
amount of faith m the real-biUs doctrme, but it has nevertheless, in great- 
er or less degree, believed that measures of so-called “quantitative” con- 
trol are required There has been a fairly continuous change, however, m 
the position of the Board away from primary reliance upon the real-bills 
doctiine toward a greater amount of faith in control by the rediscount rate 
and open-market operations 

During perhaps the first fifteen years of the Federal Reserve System 
the Board was much concerned with the problem of definmg eligible paper 
In the process of so doing, many rulmgs were made with respect to paper 

S Sayers, Afoiern (1938), pp 2H-24, Charles O T3.a.rAy, Credit JPohctes of 

the Federal Reserve System (1932), pp 328-37, Walter A Morton, “Liquidity and Solvency,” 
American Economic Review, XXIX (1939), 281-83, but particularly the footnote on p 282, 
Currie, of cit , pp 37-39 

G Moulton, “Commeraal Banking and Capital Formation IXL," Journal of Political 
Economy, XXVI (1918), 723, Waldo F Mitchell, The Uses of Bank Funds (1923), pp 13-18, 
Robert G RoAkey, The Banking Process (,ig3S),pp 27-28, Rollin G T:h.oma.3, Modern Bank 
mg (1937), pp 161-68, 232-33, see also the references in the preceding footnote 
Melchior Palyi, Liquidity (1936), pp 10, 14-13 
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growing out of speafic transactions In these decisions the Board 
consistently followed the real-bills point of view However, this fact is not 
entirely conclusive regarding the position of the Board, since, of necessity, 
its rulings must be m accord with the Federal Reserve Act Nevertheless, 
one gets the impression that the Board was entirely m sympathy with the 
requirements of the law and was confident that its decisions concerned a 
matter of primary importance 

In one of the first statements by the Board, in November, 1914, its 
partial allegiance to diverse pomts of view is evident, but the real-bills 
doctrme received far more emphasis than the competing doctrine of so- 
called “quantitative” control The Board contended not only that the 
discounts of the Reserve banks should be for the purpose of financing 
“self-liquidating” transactions but also that the maturities should be even- 
ly distributed through time Furthermore, it stated that it is “an ad- 
mitted weakness” of single-name paper that it does not bear on its face 
evidence of the character of the transaction out of which it arose, whereas 
double-name paper does afford this evidence, since it is drawn on a pur 
chaser agamst an “actual sale of goods ” 

In its Annual Report for 1923 the Board made the most elaborate state- 
ment of its position on record ” Nevertheless, it is impossible to infer the 
precise nature of the action that the Board would at that time have thought 
appropriate in any given situation Again, as in 1914, chief reliance is 
placed on the real-bills doctrme, although one suspects that there was al- 
ready some slightly increased willmgness to consider the opposite point of 
view It IS asserted that “the Federal Reserve System is a system of pro- 
ductive credit,” that credit is being used productively when it is provided 
for the purpose of financmg successive stages m the production and dis- 
tribution of goods, and that the qualitative tests laid down in the Federal 
Reserve Act are “definite and ample ” It is also stated, however, that 
credit admmistration “involves a quanUtaUve as well as a qmhtahve de- 
termmation”, but this encouragmg statement is immediately followed by 
the assertion that there is little danger that credit will be excessive m vol- 
ume if “restricted to productive uses ” There is, of course, the usual ob- 
jection to speculative loans and permanent investments 

The above statements suggest that the terms “quantitative” and “qual- 
itative” control are not well chosen The proponents of the real-bills doc- 
trme readily agree that the volume of bank credit can be excessive The 

Commercial and Pinanctal Chronicle, November 14, 1914, pp 1416-17 

”Pp 3-39 
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difierence between them and their critics lies m the difference of opmion 
as to the appropriate means whereby an excess can be prevented 

The Report continues its devious course A distmction is made between 
the control exercised by the individual Federal Reserve banks over the 
character of loans made by member-banks and the more general and su- 
pervisory control of the Board It is clearly implied that the former type 
of control makes possible a limitation of the quantity of bank credit by 
means of restricting the banks to commercial loans, although it is not 
clear whether the Board believed that such control alone would provide a 
sufficient degree of restramt to prevent all excessive extension of credit 
It IS m respect to the supervisory control of the Board that one finds the 
clearest implications that adherence to the real-bills doctrme may not be 
an adequate means of control It is stated that the concern of the Board 
lies “with the total volume and aggregate effects of the credit transactions 
of the Federal Reserve banks” and that in its control over the discount 
rates of the Reserve banks the Board “must look for guidance primarily 
to information concerning the state of mdustry and trade and the state of 
credit ” However, these encouraging statements are immediately rendered 
almost meaningless by the asseition that “changes m the volume of bank 
credit in use are the outcome of changes in the volume of business ” 

The Board somewhat nostalgically referred to the fact that m former 
years the action of a central bank had been largely determined by changes 
m its reserve position It asserted that “no test so simple, so definite, so 
easily understood, and so practicable has been found, nor is likely to be 
found, as the old reserve ratio ” 

About all that one can say m defense of the Board m 1923 is that m the 
midst of Its great confusion it was exhibiting the beginnmg of a tendency 
in the right direction 

In 1926 the Board asserted that the Reserve System was mtended as a 
source of funds for seasonal and temporary needs only It took notice of 
the recent relative mcreases m investments and time deposits and stated 
that these changes were “significant both because they tend to decrease 
the proportion of short-term, self-hquidatmg paper in the assets of the 
member-banks and because they result in relatively smaller reserve hold- 
ings agamst the deposits of these banks 

Durmg 1928 and 1929 the Board was much concerned over the supposed 
danger that the growth of speculative loans would absorb funds to such 
an extent that rates would be raised, to the prejudice of the commercial 
mterests of the country Precisely what the Board meant by “absorption” 

Annual Report (1926), pp 4, 10 
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13 not deal It may have meant that funds would be diverted to the stock 
market and remam there If this was what was meant, it was more false 
than true, since the major portion of the funds loaned on call ultimately 
reached business enterprises which issued additional securities The Board 
may well have meant, however, merely that the growth of speculative 
loans would ultimately so reduce bank reserve ratios that rates on com- 
mercial loans would rise This, indeed, was a possibility 

Whatever the Board may have meant by “absorption” of funds, the ex- 
travagant growth of speculation on the stock market apparently was a 
factor m mducmg it to look with more favor than formerly upon some 
means other than a restriction of the banks to the makmg of “self-hquidat- 
mg” loans as a method of controlling the aggregate volume of bank credit 
It referred to open-market sales and advances of the rediscount rate of 
the Reserve banks as “an important factor during the largei part of 1928 
m restraining the growth of member bank credit ” 

In its Annual Report for 1928 the Board reiterated the distmction it had 
made in 1923 between control by the Reserve banks ovei the character 
of member-bank lendmg and control by the Board, “which deals with 
more general developments of banking in relation to the credit needs of 
the country ” It now designated the first of these as “banking policy” and 
the second as “credit policy ” It is from the considerable stress that it 
placed upon “credit policy” that one may infer an increasing tendency 
toward an uneasy feeling to the effect that the limitation of the banks to 
“self-liqmdating” loans, while still believed to be necessary, was not in 
Itself adequate to prevent overexpansion 

While the Board referred with approval to the reductions of the redis- 
count rate and the buying rate on acceptances by the Reserve banks dur- 
mg the early 1930’s, there was during this period no discernible tendency 
toward greater reliance upon what the Board had termed “credit policy” 
than had been expressed m 1929 During these years the Board twice re- 
ferred to the need for liquid assets on the part of the Reserve banks, and 
it clearly was earning assets, not cash, to which reference was made This 
point of view is strictly a real-bills position 

Under the provisions of the Banking Act of 1933 the Federal Reserve 
Board was reorganized as the Board of Governors of the Federal Reserve 
System The new Board took oflB.ce on February 3, 1936 Marrmer Eccles 
and M S Szymczak were the only appomtees to the new from the old 
Board In contrast with the old Board, the new Board has consistently 
“4 Federal Reserve Btdlehn, XV (1929), 94, Anrmal Report (1928), p 10 
"s Federal Reserve Bidlettn, XVIII (1932), 474, Annual Report (1933), p 
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shown much less faith m the real-bills doctrme Nevertheless, it has by no 
means wholly deserted this point of view It has asserted that the member- 
banks should not extend an “undue amount” of credit for speculative pur- 
poses It has also taken note of the fact that the banks carry time deposits 
and has conceded that, since these deposits represent savings, the banks 
may properly invest part of their funds in long-term paper This is the 
traditional real-bills point of view It implies that loans m excess of the 
volume of time deposits should be for the purpose of financmg bona fide 
commercial transactions 

In spite of the above statements, the present Board has emphasized the 
need for deliberate variations in the quantity of money in response to 
changes in busmess conditions The foUowmg quotation clearly reveals 
this point of view 

At times when the value of assets held by banks may be decreasmg because of 
a downward turn m the nation’s busmess and a decrease m the national mcome, a 
liberal extension of credit by the Federal Reserve banks may be a means of moderatmg 
the busmess declme On the other hand, at a time when credit expansion is pro- 
ceeding at a rate that calls for restraint, a less liberal extension of credit by the Fed- 
eral Reserve banks may be in the public interest 

It seems justifiable to infer that the present Board would not permit its 
actions to be controlled by any misguided belief m the merits of commer- 
cial loans at a time when a change m the quantity of money was clearly 
indicated Unfortunately, the Board has not developed this point of view 
suf&ciently to induce it to rely upon a definite criterion of action On the 
contrary, it has denied that such a policy would be desirable, and has m- 
sisted, rather, that a multiplicity of factors must be considered m formu- 
latmg Its policy This attitude invites mdecision and even the wrong kind 
of action, since it does not recogmze any one factor as of paramount im- 
mediate concern Moreover, it robs the monetary policy that is actually 
pursued, even though it be a defensible one, of much of its efiectiveness, 
inasmuch as it does not give the definiteness of monetary expectations to 
the general public which can do much to stabilize the propensity to hoard 

Lauchlm Currie has pointed out the anomalous fact, under present con- 
ditions, of different reserve requirements for the various groups of banks 
and for the several types of deposits held by the banks He has also em- 
phasized a fact of more importance, namely, that the ultimate reserve 
be hin d hand-to-hand currency in the form of bank notes is much higher 
than for deposits This, as we have seen, may give rise to a difficulty of 

Federal Reserve Bullehn, XXIII (1937), 977, 979 

“7 Ibid , p 977 Op cit , chaps vu and x 
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the first magnitude if there is a general attempt to convert deposits into 
hand-to-hand currency 

Durmg the last few years the proposal to elimmate fractional reserve 
banking has received a considerable amount of support m the United 
States, although there is no evidence that it has been received with equal 
favor m Great Britain The attractions of loo per cent reserves are evi- 
dent Such a system would elimmate the autonomous and perverse changes 
m the quantity of circulatmg medium which result from variations in the 
earnmg assets of the banks, and it would therefore make possible a much 
more efiective control of the quantity of money Ideally, it would consti- 
tute part of a program for the elimination of substantially all short-term 
mdebtedness 

However, if the loo per cent reserve system were to produce results 
satisfactory m any significant degree, it would be necessary for the legis- 
lature to be on the alert to prohibit any alternative and equally harmful 
devices that might appear For example, banks might acquire and manage 
busmess concerns directly if they were not denied the privilege Such a 
development would mean, m effect, that busmess was borrowing on de- 
mand It would be necessary also to prohibit firms from financing them- 
selves by means of direct sales to the public of short-term obligations and 
either to eliminate time deposits or rigorously to forbid their withdrawal 
on demand or short notice ' 

Only in the event either of a severe depression or of danger of serious 
inflation is it likely that the elnnmation of fractional reserve bankmg 
could be had without a disturbmg amount of opposition It is probable 
that it would have been accepted with relief in 1933 With the present 
large cash and bond holdmgs of the public, mflation is a real menace 
Moreover, the holdings of government bonds by the banks would make 
it a relatively simple matter to put the banks in possession of sufficient 
cash with which to meet higher reserve requirements Undei these cir- 
cumstances it may become practicable to raise the reserve requirement to 
a much higher level than that which now prevails, even though perhaps 
not to 100 per cent In lieu of cash the banks rmght be permitted to hold a 

’’ Frederick Soddy, Wealth, Virtml Wealth and Debt (ist ed , 1926, 2d ed , 1933), m the 
2d Amer ed , pp 195-99, Irvmg Fisher, joo% Money (1935), Currie, op at , chap xv, 
Henry C Simons, A Posthve Program for Lmssee Fa%re (1934), pp 18, 23-24, A G Hart, 
“The ‘Chicago Plan’ of Banking Reform,” Review of Economic Studies, H (1934-35), 104-16, 
James W Angell, “The 100 per Cent Reserve Plan,” Quarterly Journal of Economics, L 
(^935-36)1 1-3S1 Frank D Graham, “Partial Reserve Money and the 100 per Cent Proposal,” 
American Economic Review, XXVI (1936), 428-40 There was also privately circulated m 
1933 a mimeographed statement by a small group of economists at the Umversity of Chicago 
m which this change in the American bankmg structure was sponsored 
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certain amount of low-interest-bearmg bonds, although a subsidy m this 
form IS fundamentally undesirable If the ratio of cash and bonds to lia- 
bilities could be raised, say, to 75 per cent, we would secure much of the 
gam from 100 per cent reserve banking 

As a legacy from the years before 1913 we mherited the doctrme that it 
IS the function of the central bank to stabilize conditions m the money 
market, which meant, more specifically, protection of the national gold 
reserve and moderation of fluctuations in the rate of interest and, perhaps 
less specifically, avoidance of financial panics However, largely, but prob- 
ably not exclusively, as a consequence of the price disturbance of the war 
years and the depression of 1921 there developed during the twenties a 
considerable amount of support for the position that the central bank 
should be charged with responsibilities of a broader kmd It was be- 
heved to an mcreasing extent that the central bank could and should so 
operate in general as to stabilize busmess conditions, and the moie im- 
mediate and precise criterion of stabilizing the price level was frequently 
suggested The desirability of a stable price level was not, of course, a new 
idea, but, nevertheless, the doctrmes that developed durmg these years 
were novel m two respects First, it had not previously been thought that 
this stability might be achieved by means of the operations of the central 
bank,^’ and, second, the emphasis m the argument for stabilization was 
shifted from that of justice among various classes, notably debtors and 

I havfi frequently met the objection that mdustnes subject to seasonahty m activities 
would operate under a handicap with a 100 per cent banking system While there is an ele- 
ment of truth in this objection, I think it not of great importance If seasonal short term 
loans could not be obtamed, the effects, it would seem, would be as follows Permanent in- 
vestment in seasonal mdustnes would have to be higher than now for a given level of annual 
output, in order that cash might be hoarded m seasons of reduced operations The effect of 
this greater permanent investment would be twofold (i) Since fixed costs, because of higher 
interest charges, would be greater, there would be an interseasonal shift m operations to the 
extent, which might be small, that this was found economically possible (2) In order that 
price might be equal to the higher average costs, output of the seasonal mdustnes would have 
to be somewhat reduced, and some resources shifted to the nonseasonal industries The net 
effect, therefore, would be to reduce the output of seasonal mdustnes while mcreasmg that of 
other industries, thus reducmg seasonahty of industry as a whole 

3' An exphcit recognition of this shift m opmion and, I infer, some opposition to it are to 
be found m Winfield W Riefler, “The Dilemma of Central Banking as Illustrated in Recent 
Literature,” Quarterly Journal of Economcs, L (1935-36)1 706-18 

33 A notable exception to the above statement is Knut Wicksell (see his “The Influence of 
the Rate of Interest on Pnces,” Economic Journal, XVII [1907], 213-20) He had presented 
the same point of view earher m his Gddztns und QUterprense (1898) Wicksell’s ideas had virtu- 
ally no mfluence m either Great Bntam or the Umted States, and the recent resurrection of 
his writings came only after Enghsh-speakmg economists had arrived at similar conclusions 
more or less independently Wicksell, however, beheved stabihzation of the price level by 
means of manipulation of the bank rate was possible, under the gold standard, only if there 
were international co-operation to this end 
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creditors, to that of maintenance of employment Among the chief advo- 
cates of price-level stabilization have been John R Commons, Irving 
Fisher, and Gustav Cassel, although Fisher has not been so ready as the 
others to believe that the central bank alone could achieve this end ” 

Most of the recent discussion of monetary policy has been carried on 
without reference to the question of whether the central bank itself or the 
legislature is to make the choice of policy that is to be followed The at- 
tempts during the twenties to mduce Congress to require the Reserve 
System to make stabilization of the price level its primary objective clear- 
ly implied the belief that there should be a definite policy of this kind 
Possibly they likewise indicated that the advocates of these bills thought 
that the choice of policy should not be left to the Reserve Boaid, but this 
IS not certain, for it is also possible that those responsible for these at- 
tempts would have been content with a public declaration by the Board 
to the effect that it would make every effort to achieve this end At any 
rate the problem of a legislatively prescribed and definite rule, as opposed 
to discretionary action by the central bank, has been explicitly presented, 
and very definitely defended, only by H C Simons 3 “' 

This is a matter of importance, and yet it is not reasonable to suppose 
that a settlement can be reached until there is a preponderance of opinion 
among economists and central bankers either in favor of, or against, such a 
proposal It was largely the ofl&cials of the Reserve System who were op- 
posed to the stabilization biUs in Congress In 1927 Governor Benjamin 
Strong feared that the public would be unable to distmguish between sta- 
bilization of the price level and stabilization of the prices of mdividual 
commodities, but it seems probable that the greater fear on the part of 
most of the officials was that they might not be successful in an attempt 

33 Jolin R Commons, “The Stabilization of Pnces and Business,” Ammcan Economtc 
Remew, XV (1935), 44-46, Irving Fisher, Stabihetng the Dollar (1920) (but Fisher does not 
here discuss the possibihty of stabilization by means of action by the central bank), Eear^ngs 
onH R 78gs (1937), pp S 7 ) 66, 69-70, and roo% Money, pp 86-87 (ui the last work Fisher 
suggests an index of the cost of hving as most appropriate for stabihzation purposes) , Gustav 
Cassel, The Theory of Social Economy, McCabe trans (1924), pp 484-85, The Downfall of 
the Gold Standard (1936), pp 75-79, and The Crisis in the World’s Monetary System (1932), 
pp 49-50 See also J M Keynes, Treatise on Money (1930),!, 158, 169-70, 297-98, 11 , 390-91, 
The General Theory of Employment, Interest and Money, pp 270-71, 288-89, Monetary 
Reform (1924), pp 44-45, 167-69, Alvin H Hansen, Economtc Stabilization in an Unbalance 
World (1932), pp 311-13, H C Simons, “Rules versus Authorities in Monetary Pohcy,” 
Journal of Polittcd Economy, XLIV (1936), 20-22, Paul H Douglas, Controlling Depressions 
(193s)) PP 189-go, 208 The question of an appropriate mdex for the purpose of stabihzation 
has been considered by G L Bach, “Price Level Stabilization Some Theoretical and Practical 
Considerations” (1940) (doctoral issertation in the hbrary of the Umversity of Chicago) 

34 “Rules versus Authorities m Monetary Pohcy,” op cit 
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of this kind, and it did not seem prudent to them that the legislature should 
charge them with a responsibility to which their powers were not equal 

The present Board of Governors is on record as emphatically opposed 
to a policy of stabilization of the price level In response to a request from 
the chairman of the Senate Committee on Agriculture and Forestry, the 
Board, on August 2, 1937, pqblicly stated its position on this question 
It conceded that “wide fluctuations in the price level are disastrous” and 
that “efforts should be made to prevent such fluctuations as would en- 
danger economic stability ” Nevertheless, it contended that maximum 
utilization of the nation’s resources cannot be achieved by a stable price 
level and that, furthermore, there is no agreement upon the index to be 
stabilized 

The Board asserted that, durmg a period of improvmg technology, de- 
clming prices would contribute toward stability, that if there were a crop 
failure in the United States a stable level of prices might result in a declme 
in business activity, and that, if there were a short world crop but a large 
harvest m America, a stable price level “might or might not be ]ustified, 
depending on other circumstances ” It also asserted that the Reserve 
System did not have the power to achieve either monetary stability or the 
“broader objective of economic stability” without the co-operation of 
other agencies of the government The Reserve System had, it continued, 
only limited powers to control the quantity of money, and there aie non- 
monetary factors that aie as important as the monetary m controlling the 
level of prices Finally, it was stated that variations m the rate of use of 
money are as important as changes m its quantity 

On March 13, 1939, the Board published a statement m which it le- 
iteiated and expanded its reasons for opposing a policy of stabihzmg the 
price level The Board conveniently summarized its position in the follow- 
ing words 

Experience has shown, however, that (i) prices cannot be controlled by changes in 
the amount and cost of money, (2) the Board’s control of the amount of money is not 
complete and cannot be made complete, (3) a steady average of prices does not neces- 
sarily result in lastmg prosperity, and (4) a steady level of average prices is not nearly 
as important to the people as a fair relationship between the prices of the commodities 
which they produce and those which they must buy >1 

In elaboration of the above statement the Board appealed to experience 
It cited the fact that the price level m 1929 was 5 per cent lower than m 

3 S For statements by Governor Strong see Hearings on H R •jZgs (1927), pp 292-94, 297, 
299-302, 340, see also Hardy, op cit , pp 200-202 
Federal Reserve Btdlehn, XXni (1937), 827-28 


XXV (1939), 2SS 
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1926 and 23 per cent lower in 1938 than in 1926, whereas the quantity of 
currency outside the banks plus the amount of demand deposits was higher 
in 1929 than in 1926 and higher in 1938 than in 1929 It also asserted that 
the experience of the preceding ten years had shown that the price level 
does not depend on the cost of money, smce “during this period when the 
cost of money was so drastically cut, prices went down by about one- 
fourth ” 

The Board went on to point out, rightly enough, that, while the Re- 
serve System can place ample reserves at the disposal of the banks, “it 
cannot make the co m mercial banks use these reserves, it cannot make the 
people borrow, and it cannot make the public spend the deposits that re- 
sult when the banks do make loans and investments ” 

The Board repeated its assertion of 1937 to the effect that prosperity is 
not assured by a steady level of prices It cited the relatively steady price 
level of the years from 1921 to 1929 and contended that it was during 
these years that the speculative situation was developing which led to the 
collapse of 1929 

A short time later, on April 8, 1939, the Board transmitted to the chair- 
men of the committees on banking and currency of the Senate and House 
a third statement of its position on stabilization It was reasserted that, 
smce the stock of money was then greater than at any time m the past, 
“the difficulty must he not m the scarcity but in the inadequate use of the 
existing supply ” The only new consideration submitted at this time was 
a statement concerning the monetary powers of the Treasury Depart- 
ment The Board pomted out that control of the currency and of bank re- 
serves was divided between the Treasury and the Reserve System It sug- 
gested that, while it had apparently been the intent of Congress to give to 
the Reserve System “responsibility for regulating the supply and cost of 
money,” the powers of the Treasury m these matters then outweighed 
those of the Reserve System The Board invited Congress to take steps to 
determme the proper objectives of monetary policy and the nature of the 
machmery that was required to put this policy into effect 

The case of the Board against stabilizing the price level was weak — 
strikmgly so m the light of the fact that it emanated from an agency 
presumed to have some knowledge of monetary theory It is not relevant 
at this place to consider the merits of this question in any detail, but the 
major weaknesses in the contentions of the Board may at least be pointed 
out No proponent of price-level stabilization would deny that other fac- 
tors than the quantity of money do, mdeed, have their influence on the 

38 Ibid , pp 363-64 
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price level It is precisely because of this fact that it is contended that 
variations in the quantity of money will, or may, be necessary to stabilize 
the level of prices This is notoriously true with regard to variations m the 
“rate of use” of money From this pomt of view the case for attemptmg to 
stabilize the price level by monetary means lies m the fact that the quan- 
tity of money is the one easily and deliberately controllable factor and in 
the belief that variations m the stock of money can be so managed as 
largely to offset disturbing fluctuations in the other factors, particularly 
the velocity of circulation In the light of these facts the Board’s reference 
to experience was irrelevant, since durmg the years cited no attempt had 
been made to stabilize the price level 

The statement of the Board that, under conditions of improvmg tech- 
nology, a fallmg price level would be consistent with stability is true 
enough But the major question is whether under such circumstances a 
stable price level would lead eventually to uncontrollable conditions 
There might be a boom, but there is reason to believe that, when and if it 
collapsed, vigorous monetary action, of a kind we have never had, could 
be successful m preventing the collapse from resultmg m a serious depres- 
sion The reference to the years 192 1-29 as a period during which the crisis 
of 1929 was in preparation reveals this same unawareness of the real case 
for price-level stabilization The chief trouble was not with the years pre- 
cedmg 1929 but with the monetary policy of the government, or absence 
thereof, during the years foUowmg 1929 
It IS true that the level of the prices of products sold by producers rel- 
ative to those of the goods and services they must buy is important to 
busmessmen, but to adduce this highly significant fact as an argument 
against stabilizing the price level is wholly to misunderstand the problem 
It IS only under conditions of a stable general level of prices and some mmi 
mum amount of flexibility in the price system that an equilibrium level of 
relative prices can be mamtamed One of the notorious facts about a peri- 
od of changmg price levels is that the price structure becomes distorted 
The truth is that the need for some given system of relative prices for the 
purpose of mamtaming optunum emplo3anent and output is a strong argu- 
ment in defense of stabilizmg the price level 

The Board was on firm ground m assertmg that it had madequate pow- 
er to control the quantity of money and m its complaint that monetary 
powers are so divided between the Reserve System and the Treasury as 
seriously to interfere with monetary management I infer, however, that 
the Board drew the wrong conclusion from this entirely commendable 
statement Apparently it beheved that Treasury operations can be de- 
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Those who believe that the central bank rate may have some mfluence 
m controlling economic affairs may be divided into four groups How- 
ever, many of these writers believe that the rate, m whatever direction its 
influence may be exerted, is not very effective, and, while they place the 
emphasis in ofle direction, they usually concede that there is some in- 
fluence in other directions as well 

I There are those who look to the influence of the market rate on long- 
term investment It is incumbent upon this group, of course, to show that 
the central bank rate can influence not only the market rate on short- 
term loans in which the central banks typically deal but also the complex 
of long-term market rates Lord Keynes is the standard-bearer of this 
group, although he now is much less inclined to believe that the central 
bank can control the long-term rate than he was at the time of the publi- 
cation of his Treatise on Money R F Harrod is also to be found m this 
group, and it is possible that Robertson would consider the long-term 
rate to have somewhat greater significance than the short-term rate In 
any case, however, both Harrod and Robertson are more skeptical of the 
complete effectiveness of the central bank rate than is Lord Keynes, or 
than he formerly was Their skepticism is to be emphasised, rather than 
their belief or possible belief m the efficacy of the long-term, as opposed to 
the short-term, rate 

What might be termed a vanant of the preceding point of view has re- 
cently been suggested by H D Henderson He contends that neither 
traders’ stocks nor the amounts of equipment used by business firms are 
likely to be much influenced by the rate, but he believes that the output of 
durable consumers’ goods and the volume of public works may be affected 
to a greater extent In these latter cases, however, he fears that the stabi- 
lization of population and attempts to regulate public works in such man- 
ner as to mamtam emplo 3 Tnent will m the future greatly reduce the effec- 
tiveness of the rate He is mdmed to believe that the greatest influence of 
the (long-term) rate may be found m its effect on the public’s expenditures 
through Its influence on the securities markets With a falhng rate, security 
prices will rise, and the public under such circumstances will spend more 
hberally 

■»“ Vol I, chap xui, Vol 11, chap xxivii, General Theory of Employment, Interest and Money, 
pp 164, 206-8, 23s 

V R F Harrod, The Trade Cycle (1936), pp 168-70, 179-80, Robertson, Money, pp 182- 
84, Essays -in Monetary Theory, pp 42, 161-62, and “Mr Keynes’ Theory of Money,” Eco- 
nomic Journal, XLI (1931), 406 

4“ H D Henderson, “The Significance of the Rate of Interest,” Oxford Economic Papers, 
No I (1938), pp 1-13 
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2 The second group consists of those who believe that they find a 
ready response to variations in the short term rate in the amount of loans 
demanded by traders Hawtrey is and has been for many years the chief 
exponent of this pomt of view He is today undoubtedly the stoutest be- 
liever in the ability of a central bank to stabilize business conditions, al- 
though even he is willing to concede that, if action is not prompt, a “cred- 
it deadlock” may develop which will not 5neld to a low bank rate '•'* More- 
over, he has recently (unless I have missed a similar statement in his 
earhei works) added to his analysis the statement that it is changes in the 
bank rate that are important, that traders’ stocks will become adjusted to 
any given long-contmued rate, and if m the course of that adjustment 
the desired result is not obtained, then only another change in the rate 
will produce it However, he might justifiably claim that this addition was 
necessarily implied in his earlier statements Pigou and Hicks are also m- 
clmed to place more emphasis on the short- than the long-term rate, but 
the latter, at least, is much less hopeful of central bank action than is 
Hawtrey 

3 The third group consists of those who assert that the bank rate* can 
control, but they do not specify whether it is the long- or the short-term 
rate that has the greater influence 

4 There is a small number of writers who either are skeptical of the in- 
fluence of the rate on bona fide business loans or are hopeful of avoiding 
the necessity of resorting to such mfluence, but who believe that the late 
can be made completely effective m controlling speculative activities 
Thus Edie asserts that an increase in the rate will stop speculative ac- 
tivity and that the rate can then be reduced before it has serious effects on 
business conditions, and Snyder clearly would agree In contrast, Hansen 

13 The essentials of Hawtrey’s position are to be found in most of his numerous works on 
monetary theory I hst only two of his more recent works A Century of Bank Rate (1938), 
pp 146-Z07, 240-63, “Interest and Bank Rate,” Manchester School, X (1:939), 

A Century of Bank Rate, pp 2So~S3 

■*s A C Pigou, Industrial Fluctuations (2d ed , 1929), pp 28, 265-68, J R Hicks, “Mr 
Hawtrey on Bank Rate and the Long-Term Rate of Interest,” Manchester School, X (1939), 


^'Cassel, Money and Foreign Exchange after igi4 (1922), pp 101-36, and The Theory of 
Social Economy, pp 414-19, 473-8i, B H Beckhart, The Discount Policy of the Federal Re- 
serve System (1924), pp 80-98, S3°-3i, Commons, “Stabihzahon of Prices and Business,” 
op ei;,pp 47-51,0 H KischandW A Elkm, Ce»/roZBore^i (1928), pp 4-5 

47 L D Edit, The Banks and Prosperity 128-29, Carl Snyder, “The Problem 

of Monetary and Economic Stabihty,” Quarterly Journal of Economics, XLIX (1934-35), 
200, see also Bradford, Money, pp 371-73 
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contends — and I think rightly — that speculation is least affected by the 
rate 

It IS the preponderant opinion that bank rate can be more effective in 
checkmg, than in inducmg, an expansiomof bank loans, although Haw- 
trey, as we have seen, holds that the latter is quite possible if the reduction 
m rate is made promptly Snyder also has faith in the efficacy of a reduc- 
tion, but he contends that the central bank can avoid the need, for a re- 
sort to a low rate by pi eventing any speculative expansion There has 
been a greater tendency to doubt the efficacy of the rate m promotmg 
business improvement and a rise in the price level smce, than before, 1930 

That we may depend upon the bankmg system promptly to bring about 
the appropriate changes m the stock of (bank) money, even when under 
the guidance of a central bank, 13 to be doubted One is not required to 
deny that the rate of interest is ultimately a factor in determining the 
amount of bank loans in order to be consistent in expressmg some skepti- 
cism about the efficacy of central bank action The reaction of borrowers 
to a change in the rate is likely to be slow It takes time for men to become 
aware of new opportunities that are opened up by a reduction of the rate 
of interest, it takes time to make plans, both business and engineering, 
and in the case of mvestments in fixed capital it takes time to obtain bids, 
let contracts, and actually to get construction under way Moreover, under 
some circumstances it may take some time for the central bank to make 
Its late policy effective m the sense meiely of obtaining the desired in- 
fluence on the customer rate charged by the member-banks, and it will 
take still more time to influence the long-term rate For these reasons 
satisfactory results from changes m interest rates mduced by a central 
bank would require that the latter be able to forecast economic conditions 
with at least a fair degree of accuracy and for a considerable period of time 
m advance These powers we do not possess 

Moreover, under conditions of depression or boom the demand for funds 
IS likely to be highly inelastic Obsolescence of equipment m many cases 
IS a heavy and uncertam charge, and the calculation of profit on such 

■I'A H Tia.nsen, Full Recovery or Stagnatton? 221 

-I’ Snyder, “The Problem of Monetary and Economic Stability,” op cU , pp 202-3 In 
addition to the preceding references on the rate of interest see the following Hansen, Pull 
Recovery or Stagnahon? pp 145, 150, iS9i Hardy, op cit , pp 88-94, 219-22, 321, F A von 
Hayek, Profits, Interest and Investment (1939)1 PP 68-70, Sayers, op at , pp 146-64, and 

“Busmess Men and the Terms of Borrowing,” Eeowwjc No 3 (1940), pp 23- 

31, T E Gregory, “What Can Central Banks Really Do?” Amerwan Economic Rmew, XV 
(1923), 53-39, J E Meade, An Introduction to Economic Analysis and Policy [hmsc ed , 
1938), PP 15-21 
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more enduiing things as buildings depends upon an appraisal of condi- 
tions in the rlim future Even under reasonably “normal” conditions, these 
factors operate to render the degree of inelasticity high, but add to them 
the deep gloom of depression or the blind optimism of booms, and it be- 
comes evident that no small change in the rate of interest is likely much to 
affect the desire to borrow within a short period of time 

Nevertheless, on theoretical grounds and given tune enough for changes 
in rates to exert their influence, we must believe that rates could be suf- 
ficiently high or low to bring about the desired curtailment or expansion of 
bank loans, but in practice there are limits, both upper and lower, beyond 
which these changes cannot be carried The difficulty is likely to be pri- 
marily with the lower limit, for the impairment of confidence may be so 
great that an impossibly low, or even a negative, rate would be necessary 
to induce an increase m the amount borrowed Under these circumstances 
the influence of the rate is overwhelmed by that of more powerful forces, 
and the difficulty, therefore, lies primarily with these other factors 
If, for example, we permit such a perverse upward flexibility of wage 
rates as will result in carrymg rates of pay above the marginal productivi- 
ty of workers under conditions of full employment and if we permit the 
growth of the perenmal tendency toward trade restrictions of many other 
kmds, the possible influence of monetary policy in mamtainmg equilibrium 
will be severely limited However, if we can prevent the development of 
such obstacles as these, a rigorous adherence to a reasonable monetary 
policy may prevent the occurrence of extreme conditions of boom or de- 
pression, under which circumstances mampulation of the rate may well be- 
come a useful, but mmor, weapon of control 
The question of whether the central bank or monetary authority shall 
be “independent” of the government or of political influence has become a 
matter of renewed controversy in recent years During the twenties the 
behef that it should be independent was almost unammously held, and 
this opmion was sufl&ciently strong to bring about the removal of the 
Secretary of the Treasury and the Comptroller of the Currency from the 
Board of Governors m 1935 In all probability an overwhelming majority 
of economists, m the Umted States at any rate, would stiU subscribe to 
this point of view Nevertheless, m the last ten years the contrary opin- 
League of Nations, Proceedings of the InkrnoMonal Financtal Conference, Brussels (1920), 
I, 18, Resolution III, Genoa, Econonuc and Finanaal Conference, Papers RelaHng to Inter- 
nahonal Economtc Conference, Genoa {Cmd 1667) (1922), p 60, Resolution 2, Kisch and 
EUan, op ctf , chap u, particularly p 17, Wilhs, op ctt , pp 340-41, 467-68, E W Kem 
merer, The ABC of the Federal Reserve System (nth ed , 1938), pp 262-71, the protest of the 
Economists’ National Committee on Monetary Pohcy, Banking Act of i()3S Bearings before 
the Committee on Banking and Currency, House of Representatives, p 761 
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ion has been emphatically expressed by a number of writers This recent 
trend has apparently been an outgrowth both of the belief that the pow- 
ers of the central bank to cope with a depression are not so effective as 
had been supposed during the twenties and of the belated recognition of 
the unavoidable influence of fiscal policy on monetary affairs s' 

The Federal Reserve Act was clearly not designed to create a monetary 
agency with ample powers for controUmg the stock of money in accordance 
with any lational objective, although some of the provisions of the Act are 
not wholly unsuited to such a purpose In the first place, the regional sys- 
tem, with ownership of the regional banks vested in local interests and the 
majority of the directors elected by those interests, shows clearly that it 
was intended to create bankers’ banks that would serve the local banks 
and thereby local business enterprises WiUis thought it was an achieve- 
ment to create a system m which “broad banking powers” would be left 
with the government and “the actual transaction of bankmg operations” 
would be retained by the “practical bankers in the district ” He claimed 
that the bill would not create a central bank but only a series of reserve- 
holdmg agencies In such statements as these there is no evidence of 
awareness that there is a problem of monetary policy 

Not only does the fact of a number of semi-independent banks show 
evidence of an intention not to provide for a strong monetary agency, but 
in practice it is likely seriously to uiterfere with a rigorous adherence to a 
consistent policy Initiation of changes in the rediscount rate was left with 
the regional banks, and, even after this question had caused a consider- 
able amount of trouble, Congress m 1935 refused explicitly to grant com- 
plete power over the rate to the Board, although it did so m effect The 
Act originally gave the mdividual regional banks control over their open- 
market operations and thus put beyond the reach of the Board the most 
important power of the Reserve banks, and even the Act of 1935 did not 
give unquestioned authority over open-market operations to the Board 
If the five representatives of the Reserve banks on the Open Market Com- 
mittee agreed among themselves, and only two members of the Board were 
of the same opmion, the Board would lose its'bontrol over open-market 
policy , and it is far less hkely that the Board members will present a united 

S' Keynes, The General Theory of Employment, Interest and Money, p 23s , Robertson, 
Money, p 193, P B Whale, “Central Banks and the State,” Manchester School, X (1939), 
pp 38-49, Simons, “Rules versus Authonties m Monetary Pohcy,” 0^1 ct* , PP 22-24, John 
H Wilhams, “The Imphcations of Fiscal Pohcy for Monetary Policy and the Bankmg Sys 
tem,” American Economic Renew, Suppl , XXXH (1942), 234-49 Similar imphcations are to 
be found in Balancing the Budget (“Pubhc Pohcy Pamphlets,” No i [1933I), PP 10-12, 19 

S' Hearings before the Senate Committee on Banking and Currency (1913), IH, 30*7, 3°So 
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front than that the non-Board members will do so Open-market powers 
should be lodged exclusively with the Board of Governois 
The Preamble states the purpose of the Act as that of furnishing an 
elastic currency, affording a means of rediscounting commercial paper, 
and establishing more effective supervision of banking (italics mine) Sec- 
tion 4 directs the Reserve banks to extend to each member-bank such dis- 
counts as may be made with due regard to the claims of other member- 
banks Both this regard for other banks and the implication that a bank 
might possibly claim the “right” to have its paper rediscounted are totally 
out of place from the standpoint of monetary policy The same section 
grants to the Reserve banks “such incidental poweis as shall be necessaiy 
to carry on the business of banking” (italics mme) 

We must not ignore the very real powers that were given to the Board 
It appoints three of the directors, and may remove any officer, of a Re- 
serve bank The salaries of all officers and employees of the Reserve banks 
are subject to the approval of the Board While the arrangement is awk- 
ward, now, under the Act of 1935, the Board unquestionably has effective 
control over rediscount rates In addition, the Board probably wiU now 
usually control the aU-important open-market operations, and no Reserve 
bank may avoid participation in an open-market purchase or sale This is 
the most important power given to the Board 
The Board also has the power of changing the reserve requirements of 
member-banks within stipulated limits This is a very great power, and 
yet It may be questioned that its exercise represents the most desirable 
method of control It is very likely that frequent changes in the required 
ratio would be, in part, self-defeating, masmuch as the banks might well 
become cautious, fearing that a reduction would soon be followed by an 
increase that would require a reversal of any new lending policy upon 
which they might embark An mcrease could, of course, be effective This 
device should probably be used chiefly at a time when reserves are gen- 
erally much above the legal requirement and for the purpose of getting the 
reqmred ratio to a permanently higher level 
The Board has the above significant powers, but, even so, its authority 
IS not sufficiently inclusive and its constitution is far from ideal In the 
first place, it is too large It is impossible to consider the question of the 
size of the Board m any adequate manner without first knowing whether 
or not it IS to be given large discretionary powers However, if it is to have 
such powers, probably it should be larger than if not, and therefore we 
may provisionally assume such to be the case In this way we shall be m a 
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position to say something, not very conclusive, as to the maximum size 
that is desirable If, then, the Board has large discretionary powers — ^if in 
effect, that is, it has the responsibility for determimng what its policy 
shall be — a considerable amount of dehberation wiU be mvolved m its 
functioning, and it will therefore be desirable that more than one person 
be in control 

Nevertheless, the Board must always be looked upon as an authority 
instituted for the purpose of taking action that is prompt and adequate for 
its purpose, and for this reason it should be as small as possible These 
considerations point, without any approach to finality, to a three-man 
Board as probably being the most desirable under the conditions assumed 
One IS inclmed to suspect that those responsible for the Federal Reserve 
Act felt very uncertam as to the policy that should be followed, m so far 
as they thought deliberate action might be necessary rather than a passive 
adherence to the real-biUs doctrme, and hoped that in numbers there 
might be found wisdom 

In the next place, the qualifications for membership on the Board are 
utterly at variance with the needs of a monetary agency In his appoint- 
ments the President is directed to give “due regard to a fair representation 
of the financial, agricultural, mdustrial, and commercial interests, and 
geographical divisions of the country ” One of the thmgs that monetary 
policy most emphatically should not involve is the consideration of any 
special interests However, this reqmrement is sufficiently vague to permit 
desirable appointments, and therefore it probably does no harm It is most 
significant in showing the pomt of view either of the legislators or of their 
advisors 

The third shortcoming of the Board arises from the failure to give it an 
intimate connection with the Treasury Department Indeed, a considera- 
tion of this aspect of the question makes it evident that anything said 
about the Federal Reserve System upon the assumption that it is an m- 
dependent agency is not very pertment, for such comments must, of neces- 
sity, be concerned with an mstitution that is not desirable, regardless of 
the details of its constitution Under the original act the Secretary of the 
Treasury and the Comptroller of the Currency were made ex officio mem- 
bers of the Board, but the Act of 1935 removed them from this position 
We have already noted that one of the chief objectives of writers before 
1913 was the creation of conditions m which no governmental agency 
could “arbitrarily mterfere” with the currency 

The Federal Reserve Act very nearly ignores the subject of policy The 
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Preamble states that its purpose is to provide for an elastic currency, a 
rediscount agency, and effective supervision of banking, and section 14 
directs that rediscount rates be determined “with a view of accommodat- 
ing commerce and business ” Although it has been frequently urged to do 
so smce 1920, Congress has consistently refused to make its directions 
more definite, and m this attitude it has been supported by the Board, or 
perhaps it would be nearer the truth to say that Congress has supported 
the Board 

For the absence of a definite statement on policy there are probably 
four reasons Prior to 1913, (i) the possibility that a central bank might 
conceivably control the stock of money m such manner as to achieve some 
desirable monetary goal had not been developed, and (2) the framers of 
the Reserve Act believed that in restricting the Reserve banks to the ac- 
quisition of bona fide commercial paper they had sufficiently provided for 
the policy that was to be followed by the System 

Smce 1913 the first of the above reasons has virtually disappeared, and 
the second may possibly have declined in influence, but two other pre- 
ventives of congressional action have arisen (i) There has been a con- 
siderable amount of opinion to the effect that a central bank would be un- 
successful in any attempt it might make to stabilize the price level or to 
achieve any other similarly definite end, and (2) there are many who be- 
heve that the problem of policy should be left to the discretion of the 
Board Among economists there is also a difference of opinion as to what 
the policy of the Board should be, but I am doubtful that this factor has 
been of much, if any, influence with the legislature At any rate, it is not 
surprismg that Congress should have failed to act in the presence of these 
diversities of opmion among the supposed experts Moreover, until there 
IS some nearer approach to imanimity of opinion, it is not reasonable to 
suppose that the question will be settled, for, while one’s own opinion is, 
of course, the “correct” one, it is hardly possible for Congress to incorpo- 
rate m legislation a wide and conflicting variety of “correct” opmions 

Frequent redemption of notes, in addition to the restriction of discounts 
to commercial paper, was looked upon as extremely important as a means 
of furnishing a currency that would vary “automatically ” In the Reserve 
Act we therefore find the preposterous provision that Federal Reserve 
notes, when received by a Reserve bank other than the one of issue or by 
the Treasury, may not be paid out into circulation agam but must be re- 
turned to the issuing bank for redemption Apparently for the same pur- 
pose, m part at any rate, it is not provided that these notes may be in- 
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eluded m the required reserves of the member-banks There was some 
belief, m any case, that refusal to permit their use in this manner would 
make it more certain that they would be sent in promptly for redemption 
Flowever, even though these redemption provisions are inappropriate for 
application to a central banking system, they are innocuous 

“Political” is a much-abused word, and no one would defend a “politi- 
cal” control of the stock of money in the most sinister sense of that word 
For three reasons, however, there can be no monetary agency of the gov- 
ernment which IS, in the final analysis, mdependent of “pohtical” influence, 
if we may now use the word in a less derogatory sense (i) The state is and 
must be the final authority in respect to monetary matters, and if any 
supposedly independent agency pursues poliaes conceived not to be de- 
sirable by the legislature, the latter can and will intervene (2) A surplus 
or deficit m the Treasury inevitably affects the stock of money or, if not 
of money, then of near money, and the operations of the federal govern- 
ment are of such magnitude that this factor may, and at times does, be- 
come of major importance (3) The current operations of the Treasury 
have an important bearing on monetary conditions Receipts and ex- 
penditures are not concurrent, and, consequently, funds in disturbmg 
amounts may be at one time hoarded and at another dishoarded Further- 
more, the current balances of the Treasury can be shifted between the 
member-banks and the Reserve banks, thus markedly affecting the re- 
serve position of the former 

In the nature of the case no agency which is mdependent of the Treas- 
ury can possibly have adequate powers for controlling effectively the stock 
of money 

I do not contend, of course, that, the influence of the Secretary would 
always be of the desirable kmd, but his removal from the Board does not 
elimmate his influence in monetary matters, whatever its character may 
be, and it does increase the possibility that a disagreement between the 
two authorities would for a time block effective action by either It may 
also be that there is an additional danger from the separation The large 
monetary powers of the Treasury have not in the past been fully recog- 
nized, although they are coming to be at the present time, and it is rather 

S 3 E W Kemmerer, “The Bank Note Issue of the Proposed Federal Reserve Banks,” 
Proceedings oj the Academy of Pohttcal Science, IV (1913-14), 166, Wilham B Ridgely, “Gold 
Reserve National Bank Notes,” Proceedings of the American Bankers' Association (1906), 
pp ps-gg 
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too easy, therefore, for the Secretary to ignore his real responsibility in 
this matter This he (and the public) could not so readily do if he were 
given his full share of control over all monetary affairs 

The Board of Governors is amply aware of the great monetary powers 
of the Treasury In its Annual Report for 1938 it made the following state- 
ment 

The volume of excess reserves now in existence, furthermore, can be greatly m- 
creased by actions of the United States Treasury By disbursements of funds eqmva- 
lent to the gold held m the Stabilization Fund and elsewhere, by reduction of its un- 
usually large balances with the Federal Reserve banks, and by the use of its authority 
to issue silver certificates agamst silver bullion now m its possession, the Treas- 
ury could more than double existing excess reserves of the member banks In addi- 
tion, the Treasury has authority to issue up to $3,000,000,000 of United States notes 
which would also be added to member bank reserves The Treasury also has power to 
absorb member bank reserves, it can do so by increasing its cash holdmgs and Fed- 
eral Reserve balances With these powers and the general gold and silver policies m 
the hands of the Treasury, its power to influence the volume of member bank re- 
serves under existmg conditions outweighs that of the Federal Reserve System S4 

No reorganization of the Federal Reserve System, while preserving its 
independence of the Treasury, can offer a satisfactory agency for the im- 
plementation of monetary policy The Reserve banks and their branches 
should be made agencies of the Treasury, and all monetary powers dele- 
gated by Congress should be given to the Secretary of the Treasury These 
agencies should then carry on much the same activities as the Reserve 
banks now do, except that they should do no rediscounting for the 
banks 

This action would require an extension of the practices of the Treasury 
as they had developed before 1913, particularly under Secretary Shaw For 
this fact there is no need for apology Those who formerly attacked the 
monetary activities of the Treasury failed to show any adverse effects 
whatever resultmg from these activities Their charge that these effects 
were bad was purely gratuitous and arose out of a traditional and doc- 
trmaire belief that the control of the monetary system should be devoid 
of “political” influence I do not mean to imply that governmental man- 
agement of the stock of money has always been wise Nevertheless, it is 
more than possible that such operations as those of Secretary Shaw had 
the effect of considerably improving conditions 

Those opposed to governmental “interference” m monetary manage- 
ment fail to realize that ultimate monetary authority lies with the legis- 
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lature and that the Treasury in its fiscal operations is unavoidably ex- 
ercising an influence on monetary affairs It is not at all certain that Treas- 
ury control of the stock of money would always be reasonable withm the 
limits of any discretionary authority (which should be small) that might 
be granted to it, but Treasury influence cannot be excluded by the crea- 
tion of a speciously mdependent monetary agency that cannot have ade- 
quate powers for the performance of its task Such division of control in- 
vites indecision, conflict, irresponsibility, and a consequent failure to pur- 
sue successfully any given policy 
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